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PREFACE 


The appeanncD of a hew book on asubjcft on which there 13 
alreadj a surfeit of literature calls for a rational and convincing expla 
nation Tliere need however, be no apology in the least for presenting 
to the student communitj this volume which is an attempt to dis- 
cuss the problems of Money Employ inent and Fluctuations from 
an entirely now angle, the atm being to sco the problems from the 
stand point of economic growth rather than economic stability 
Here to fore tradition is obsessed with tho problems of stability 
JtiBonl^ during recent jears'inthe wake of tho problems, follow 
ing tho close of the Second World War that a now angle has come 
into cTiatcnco There is still plenty of scope for re examining all 
tho old problems with a fresh vision 

The role of money, tho quantity equations tho importance of 
banking and the rate of interest and ether allied phenomena of 
signifcince uotiM stand in a unique light u hen looked at from tho 
angle of economic development of the backward economics The over 
populated and under clevplopcd countries suffer seriously from a good 
deal of uncmpIo}ment oi>cn as nell as disguised and a corrc(.t 
understanding of the implications of idle manpower from tho 
angle of growth could bo of immense theoretical interest and 
practical import A heavy progiamme of industrialisation under 
the general framework of a free society IS quite likely to introduce 
in tho economy tho violent fits and starts of industrial 
fluctuations It would bo imperative to examine, this question 
do novo from the angle of the recently developing backward 
economics 

The priroar> object boa all along bcxin to assist the students 
to face the examination with bold fearlessness If the logic bo 
sharp and cutting, the language lucid and sweet and the angle of 
treatment fresh and buoyant, learning becomes a rare pleasure The 
students can conveniently coinbuio profit and plcosure in reading tho 
present volume on money, employment and fluctuations 
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total Bum of currency or through an increase in the velocity of 
circulation of money or through the expansion of bank credit tends 
to push up the priec*, giien a certain supply of goods and services 
A nse in prices creates in the minds of tlie entrepreneurial classes 
hopes of reaping a rich reTcanl of profits The entire economy gets 
ahead booming ivitli increasing employment, income and output 
The acquisition and a cumuHtion of money during the early stages 
of a boom eeema to intoxicate the cntreprencunal classes into 
intense activity which leads to such a great over supply of com 
modities that there IS a glut of unsold stocks in the market The 
result turns out to be a “crash The prices fall, profits dwindle, 
workers are disbanded, unemployment increases, incomes fall, de 
mand slackens, prices ore pulled down still further with mounting 
miseries to every section of the society All this happens because 
of falling prices winch is nothing hut a monetary phenomenon 

The Keynesian analysis of the instability of the capitalistic 
order a'^aigns a big weightage to lb© role of money and prescribes, 
therefore, appropriate monetary and fiscal measures to counteract 
the ups and downs of business Tb© open market operations of the 
Central Bank (the sale and purchase ot securities), th© bank roto 
policy, the reserve ratio policy, the taxation policy of the State, the 
scheme of public works etc are all to be so designed as to create 
suitable monetary conditions fer the stability and progress of the 
economy The measures suggested by Keynes do not propose to 
deal any blow to the democratic framework of the society It only 
implies a certain amount of State intervention with a view to inject 
or withdraw money m accordance uith the needs of the economy 
and adopt appropriate contra cyclical measures 

In a socialist economy, iDoiicy IS assigned mcitly the role ofn 
servant and not that of a master In fact, the U S S ll experiment 
edfora brief period of time with a money less economy but the 
need for tlie proper functions of money— o medium, a measure 
a standard and a store, was so great that they had to res 
tore the use of money All the same, money in a socialiit economy 
IS not at all allowed to act as a guide to production The produc 
tion programme of socialist economy is goaerned by tho predilections 
and judgement of the Central Planning Board and money has I 
nothing to do withdrawing up a plan Planmng is primarily physi ' 
cal in character in the sense that an octual survey of resources is 
conducted and on the basis of the availability of tho factors of 
production ai?d needs <7/ the economy seen by the planners an 
allocation of resources is made to various wetors of the economy 
Things m a socialist economy ate not left to tlic erratic fluctuations 
of the monetary demand that play such a great Iiavoc in a socialist 
economy I\ith the abolition of private business distribution in a 
socialist economy does not depend on a scramhle for exploitation 
Jloney, of course, is used asa medium of distribution but the 
pattern of distribution docs not affect tire size and composition of 
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production With the same intensity as it happens in a capitalist 
economy Superfluities and wastages from the social angle are 
reduced to the minimum Fluctuations do not occur on account 
ofthe role of money In other nerds in a sociahst economy, 
money is completely under the control of the State and money 
does not exercise any control of its own in a socialist economy 
In a capitalist economy inoney' is the mister and in a socialist 
economy money is the semuit 


POINTS TO REaiEilBEB 

J Tht cla,aaital thumnU Meter faced thi real problems of a 
eapttaltsi society squarely They assumed auay the exisience 
of (he problem itself 

J On the basis of Hay's Lout, tt was presumed that full employ- 
ment w normal excepting for brief lapses due to frxcltonal 
causes 

d Hiery capitalist economic acliiity clusters around the pnot 
of moMejr 

4 The A'eynesion onafysw IA« role of money tncoptlalisi 
society differs sharply from that of the elossictfls 

6 Zloney, the sercant, plays the role of money, t^e master, 
under eaptlahem 

6 Money in a eoctahsi economy does not play the same 
decisive rote 


bLLIuCr RbADlSOS 


1 Keyeii* 

3 Bairn 

3 Crowlhei 

4 ODH Cole 


Central Theary 
Monej 

Oulhntt of JUo-tey 
Money, %tt prttmt and future 


Q. 2. 'Moaey itself creates nothing, it if a means to an 
end it it a lubricant of ' Discuss [Agra J95S] 

‘Money it quite indispemahle for the functioning of market 
economy’ Discuss [Allahabad 1957) 

“The importance of money essentially flows from its being a 
link between the present and the future ” (Keynes) Comment 

TJtSli) 

Ans. After centuries of gradual erolotion, there emerges an 
economic system based on exchange in terms of money with the 
slow decay and disappearance of barter which m the course of the 
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fl ow of history brought into existence crude forma of money. It 
•vvas i-rimanlv because of the difficulties inherent m the sjstem of 
barter that there arises the need for a smooth medium of exchange 
and unit of account so that commercial transactions could bo 
carried on without the obstructions felt under barter The ap- 
pearance of money as a medium of exchange and store of value 
revolutionises tho world of commerco and paves the way for the 
large scale capitalistic mode of production with the help of scientific 
inventions The invention of money to play the role of medium 
of exchange and store of value, and to provide a convenient unit of 
account is in point of fact nothing short of a revolution Under the 
new system of production, distribution and exchange, all economic 
units work on the basis of money profits, money-costs and money- 
prices 


Demand pattern reflects itself in production pattern, which m 
turn determines the structure of demand pattern for factors of 
production which in turn influences the demand for finished com 
moditica Thus money on the one hand provides us with a price 
mechanism which is an essential regulator of all economic activities 
m the absence of central planning, and on the other it helps in 
smoother working of the economy by removing obstructions of 
barter. 

Had money confined itself to the function of medium of 
exchange only people could not have wished for better But in 
reaht), being a medium of exchange implies the possession of 
value* and when value 18 to be stored, it may as well, or rather 
preferably, be stored in the form of an asset which is the medium 
of exchange rather m the form of one which is not Older writers 
were in the hshit of viewing money os a medium of exchange or nt 
least considering store value function of monej ns of auflicientlj’ 
little significance Money had its twn value which vvna determined 
b\ demand and supplj and we find two mam versions of tlio quantity 
theorj of monej emphasizing either one or the other of the two 
The Cambridge version of the quaiitvU theory emphasized the 
demand side of money and tlioiigh gradually the fact that monej 
was not so simple anil obedient a servant dawned upon the intellect 
uals the fact was recognized rather slowly As Prof Pignu puts 
it, the economists vvere in the habit of considering inonev as “a veil 
behind whuh the action of real economic forces la concealed ” 
According}}, we find textbooks on economic fheorj don/ing with 
real economic analj sis and considering some special problems of 
money only nt the end or not at all 


1 A person would not accept anything in exchange unl«9* he ws» iuro 

•hat .n turn he would bo able to nxchauge it for something which is of value to 
liitn Technically, therefore, he is storing value for a stipulated period and 
this period maj be prolonged or shartened b> him 
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They failed to recognize that one of the mam forces providing 
dynamism to the economy is found in the existence of money itself 
It 18 money -which provides a link between the present and the 
future by acting as a store of value 

But alas' this store of value is not a dependable thing There 
13 an element of risk that this store may get depleted or replenished 
unpredictablyand at unwanted times Transaction type approach 
to quantity theoiy was ignoring the possibility of oar store of 
value differing from our calculations before we turn it over to 
Somebody else But the problem is there and has to be faced 

To straighten out the tangle we consider a simple situation 
in which people ere using money both for transaction purposes as 
well as for storing wealth In the market the value of money is to 
be determined by the current supply of goods and services via a ns 
the current flow of money Therefore if today people decide to 
save more in terms of money, the value of money rises in terms of 
other commodities and if they decide to save less or if they bring 
into market money saved in the past its value is bound to fall 
Now precisely here the difficulty arises All calculations have to 
be made m terma of money yields and money costs money is thus 
acting as a link or bridge between the present and future But 
this hok is quite a weak link entailing all sorts of grave dangers 
No one can predict with certainty whether at a certain time in the 
future supply of money will be relatively more or less as compared 
with the supply of goods and services But everyone has to maVo 
a guess as best he can and act accordingly Expectations ha^e to 
bo there and activities are based upon them Keynes has been empha 
sizing the role of expectations in ms writings Marginal elBciencj 
of capital which is a major force m the determination of investment 
and hence income of the community la nothing but expected yield 
on investments Further there are technical reasons because of 
which there is a time lag between plans of investment, actual 
investment, and its fructification Investments have to be made 
on the basis of future expected yields and contracts have to bo 
entered into with various factors of production regarding the 
payments for their services m money terms But there is no 
contract or guarantee regarding the price which the finally produced 
commodity will fetch and therefore however bright the future may 
look it IS alwars uncertain and this uncertainty increases with the 
length of the gestation period of investment 

Clearly as price expectations (the inverse of which is expect 
ations of value of money) guide the economic activities whenever 
♦hcjj *p-/»VA.faJ 8 f*. A-disa&ter.iS- aip>JleiL,whifh.in.tia-n-msjjinilHcatIie. 
investors to have very low faith in future and curtail their invest 
meat plans In an unplanned and uncontrolled economy where 
money lules through the formation of prices such events are 
quite commonly experienced m the form of ups and downs of trade 
cycles Keynes was right m saying ‘ Unemployment the precarious 
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life of the worker, the disappointment of expectation, the sudden 
loss of savings the excessive trindfalb to individuals, the specu 
lator, the profiteer — all proceed, in large measure, from the 
instability of the standard of value * 

This instability of the value of money, or prices, is the mam 
reason of our wastage <if economic resources There are periods of 
inactivity and periods of overworking of our capital and labour 
resources ‘Against possible future demand, there may be over 
capitalization in businesses and if there is not, then you are not able 
to meet abnormally high demand which IS likely to be there time 
and on Against the risk of losing customers when demand is 
there, you run the ris of investing for a period when demand 
will not bo there “It is often supposed thot the costs of 
production are three fold, corresponding to the rewards of 
labour, enterprise, and accumulation But there is a fourth 
cost, ti2 ri^k, and the reward of risk bearing is one of the heaviest, 
and perhaps the most avoidable burden on production This 
element of risk IS aggravated by the instability of the standard of 
value * 

It IS not only these economic disadvantages in the form of 
trade cycles, lo'ss of production and unnecessary payment of rentier 
incomes to profiteers and speculators which flow from the changing 
value of money but grave social dangers also Money may be used 
to bring about greater social justice anil wellbeing through 
taxation budgeting for social welfare ond adopting fiscal and 
monetary measures for economic deveiopment In U S S It wi 
have the extreme example of wiping out the moneyed class through 
depreciation of the roubles after the Bolshevik Revolutiun But in 
a free market economy social injustice flowing both from rising 
and falling price«i is too well known to be narrated in any detail 
Evils of inflation and deflation es reflected in the relative distribu- 
tion of wealth and income need no recounting But even from the 
pure economic point of view fluctuations in the \alue of money 
are equally dangerous ‘ For the moment it is enough to note that 
the redistribution of real wealth effected by changes m the value of 
money has a sccondaiy effect on the total of real w ealth produced, 
by reason of its influence on the decisions of business men * Not 
that we shall get nd of all evils by simply ebminatini, money Use 
of money has to he there m one fi rm or other in ei ery society 
which can claim any economic advancement and so long as there 
are some assets which have liquidity and which have value, there 
will always be the existence of money (eien if it is in a crude form) 
“At all times, in any society money will be needed for any complex 
economic society * And to the extent this money exists, there 


J 'Keynes Traci on Slonstiry Rrfarm, p r 

2 Keynes Tract pp v v . 

3 Honor Croomo— /nfrorfucr»i>n fo Sfontv w it 

4 /6,d— p 



MOSEV, ESirLOrHEKT ASD ixrCTCATIOV^ 


mil be expectations, uncertainty and attendant dangers We can 
only have ngid controls by which the evii effects of money may be 
nunimized but so long as It la given freedom, it will always be 
dangerous We must use money to lubncate the wheels < f our 
economy, but at the same time we most be prepared to accept the 
accidents which are bound to take place > 

POINTS TO REMEMBER 

J jJfoaey is to be considered tn terms of its tuo essential 
features the tnediviR of exchange fuaelion helps in the 
smooth working of the economy Die store of ealue function 
often obstructs this smooth working 

2 Through the store of value /unction money aeU upon the 
txpetlahons of economic units It acts as a link between 
the present and the future 

2 3Ioney as a store of value is danjjerous because prices nay 
change unexpectedly cln economy can hate trade cycle# 
essentially only tf it Aas money octiny as a store of talue 

4 hloney spells this disaster (and social tnjusltee also) beeauae 
all economic calculations are made tn money terms there 
are contracts and gestation periods of investment and 
hence there arises the possibility of profiteering and 
speculation 

3 Changes in the value of money lave their social tills also 

ft We cannot eliminate the use of money We can only reduce 
tU eiiU by curtaiUng its certain Junctions and by adopting 
a central regulation of the economy 

«FLfCT PFADINO^I 

J Kejne* Troel on Monttnr j Btjorm 
i Honor Croome — Jnlrodvfifon So Won«y 
3 Pigou — F< I of llontj 
1 Psai E ni 8 — Injlalnn 

Krvn«« — O pti'mI TJtory FJ» XVJI 


Q 3. What IS the social significance of money ? Do you 
advocate redutnbatioa of uicomet in a community ? If to 
xaggest methods (Agra 1937) 

What IS the social sigmficance of money 7 Is money all 
power! ul in a capitalist economy 7 Explain clearly {Agra 1960) 

Ant The social signiScanco of money in a capitalist society 
originates from the decisive inflaence which money exercises on 
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the volume of production, nnd the pattern of distribution both 
of which hold a profound significance in promoting the cause 
of humm vclfarc In a society in which production is org-imsed 
pnmarjly for exchange in tenns of money, tlicre is an imperative 
need for a suitable medium of exchange m order to overcome 
the difficulties of barter The value of every commodity to be 
exchanged is measured m terms of the standard value represented 
by the unit of accounting as embodied in the legal currency of the 
country It not only facilitates exchanges by providing a suitable 
medium, but also enables certain individuals to amass enormous 
fortunes just by piling up currency notes instead of maintaining 
big godowns filled with rich conglomerttn n of a diversity of 
commodities which would have been the case had there been no 
money at all Apart from the traditional four f Id functions of 
rooney-‘a medium, a measure a standard and a store, each of which 
bus a social significance of its own the most important function 
of money from the social angle emerges from the influence and role 
of money m the determination of the total volume of output and 
the pattern of distribution of the capitalistic order of society 

In a completely monetised exchange economy the division of 
the net national product aoxng the members of the community 
takes place on the basis of tlio apportionment of purchasing 
power Those that receive a larger quantilj of purchasing 
power can command a greater share ( f the national income 
than what could be claimed bj pcr«om with a lesser amount 
of monej The rewards to the four fxetors of production 
that collaborate in the process of creation of wealth and 
income are determined m the form of sums of monev to be alio 
cated to them for their respective services Kent, interest wages 
and profits are determined m terms of sums of moncj earned per 
unit of time Tho only exception to this rule would bo producers 
III e farmers who consume a good proportion of their own produce 
In general in any advanced economy, tho di\ ision of the net naticn 
al product among the members of the society must tal t, place on 
the basis of the divisir n of purchasing power The social signifi 
cance of money m a monetised economy obv lously emerges from 
the fact that one s share in the national income depends on one s 
command over money 

In the competitive aquisitivc type of societies one can easily 
appreciate the infinite struggle for the aquisition nnd accumulation 
of money m view of the enormously formidable power which 
fTMflvj re^s ca {ts mastec tis coflrrtntnd eeveyffirng CA iC nr subject 
to exchange in terms of money and there are really very few rare 
things indeed that are not subject to exchange fir money The 
mobilityof the factors of production into various directions is 
normally conditioned by the prospects of higher earnings The 
entire productive mechanism of a capitalist society is organised 
w ith the hope of reaping a rich monetary reward, the pursuit of 
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money becomes almost the be all and end all of all economic 
activities Money the eerrant becomes money the master 
Money IS actively divested of its nentral role and in fact the pro 
grass and prosperity of a capitalist society hinges largely on the 
role played by money 

The size and composition of the net national product is largely 
determined by the pattern of distribution of the monetary income 
Production in a capitalist society is organised for profits in anti 
cipationofa future demand T 1 e aggregate demand of the entire 
community as well as the demand of particular sections for parti 
cular products would be governed by the pattern of distnbution of 
purchasing power In aaocn-ty in which there are great inequalities 
in the distribution of purchasing power there are two s gnificant 
probable consequences If the wealthy minority happens 
to he endowed with a great propensity to save, there is 
likely to be great deficiency in aggregate demand in case the 
propensity to save is not matched by a corresponding propensity to 
invest Should the rich happen however to be endowed with a 
strong propensity to conaume the demand for comforts and luxuries 
18 all liKely to be disproportionately greater than the demand for 
necessaries The vast majority cannot translate their barest of 
necessaries into demand doe to their inadequate commancl over 
purchasing power In the case of the former a deficiency of aggre 
gate demand w ould lead to a fall in the total volume of production 
and the ecinomy would be exposed to the chronic t/ireat of a 
depression round the corner due to the unstable nature of the de 
mand for goods and services depending on the whims and fancies 
of the rich The latter casein which the wealthy are endowed 
with a strong propensity to consume there would be a distortion 
of demand in the sense that the resources of the societx would 
be directed to the production of the superfluities of the rich at the 
cost of the barest necessities of the poor 

In order to stimulate a rise in aggregate demand and rectify 
the distortion of demand too heavily tUt^ m favour of comforts 
and luxuries at the cost of necessaries it is imperative to reduce 
the inequalities in the distribution of wealth and incomes A reduc 
tion of inequalities is likely to be productive of a much greater 
economic and Social welfare than what we have m a community 
in winch a small miiiont> wallows in wealth and the vast majority 
Jives eternally on the verge of destitution There » a strong case 
for reduction of inequalities Economic oligarchy is hardly 
compatible with political democracy In spite of the theoretical 
objections to the inter personal con panson of utility and the 
Jawnf Aoniniahirg marginal ntil^y a# apjilied tn aucaieip a? 
contended by Pigou that there is a strong and convincing case for 
the reduction of inequalities 

Inequalities arise mainly out of two sources (a) differences in 
the inborn and acquired sbihties of individuals and (b) differences 
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m the ownership of property The latter i3 far more important 
than the former 

BifTcrcnces m ahiUty could be considerably reduced by the 
dissemination of facilities for cdncation. Tho denial of opportuni- 
ties for training renders the children born in poor faimlns in a 
state of disability Those who ore born m well to do families start 
off with all the advantages of a good material heritage Secondly, 
differences arising out of property could be reduced to a significant 
extend by a progressive scheme of taxation subsidies and grants 
A gradual reduction in incquabties could be thought of by adopting a 
scbeine like the one advocated by the Italian economist Rignano 
The adoption of tho welfare ideal bv tho State also goes a long 
way in reducing inequalities Tho communists would advocate a 
complete abolition of pnvate property m order to reduce inequali 
ties They would like to practise a principle like ‘from each 
according to hia ability and to each accoidmg to his needs ■■ 

roihTs TO mrMDMBrjt 

1 The eocinl sismi/concc e/ money in a eaptlaltsl goaely 
origtnatM from the tnJJuence 0 / money on production and dielnbulton 
of neahh and tneome 

S In a CDmptelehj moneUted economy the dni^ton of the net 
national product among ifie memberg 0 / the community tnLea place on 
the teats of the dtiision of the monetary tneome 

3 In a eaptlaltsl economy, the pursuit of money ts the major 
occupation of the majority of the people 

4 There ts a regtifer re/alionshtp betueen the pattem of dis- 
tntulion of money and (he size and composition o/prorfnction 

5 Great inegualilies briny about a general deficiency as nell as 
a dtslorlion of demand 

€ e can reduce inequaltlies utlkintke democratic fame tcorL 
by the adoption of suitable fiscal and monetary measures 

SELECT* llEADINOS 

, 1 Meade Economic >lnaty«ie & Pol cy 

2 Bye and Heirett AppUtd Efonomict 

3 Eahon Public Ptnonce. 


Q 4. Critically examine the 'Quantity Theory of Money.' 

{Rajasthan 1U59) 

Examine critically the quantity theory of money What 
recent advances have been made in the theory dealing with deter- 
mination of the value of money ? {Agra 1057) 
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« ‘The quantity equations remain the most illuminafinr 
summary of the forces delenninins the general level of prices/ 
Examine critically the above statement. (Agra 1950) 

Give a critical appraisal of the quantity theory of money m 
the light of modern economic theory (Allahabad 1960) 

' The more vie think in terms of logical dependence rather 
than mere chronological sequence, the less reason we shall find 
to quarrel with the quantity theory of money as embodied in the 
well known equations." Discuss 

“The ‘quantity equations* themselves are nothing more or less 
than shorthand expressions designed to indicate the nature of 
the variables whose operations can be shown to influence prices" 
Discuss. (Karnalal 1960) 

Examine the arguments by which Keynes attempts to 
prove that this Quantity Theory is not necessarily valid even in 
conditions of full employment (CaltuUa 1957) 


“The quantity theory is over*simpIified. But in times of 
inflation it comes into its own ; and in those times it is so impor> 
tant that we should preach the Quantity Theory in season and 
out of season " (Samuelson) Discuss (Poona 1060) 


Ans Fisher's Qunntity Tlieory of Monev or the Equation of 
Exchanco "tates tint there is a direct and pioporttenal relationship 
between the quantity of money and the rnfe levtl so that when the 
Quantity of mine} m cuculaticn increases, the price level rises 
(orcalueofmon-y falls) in exactly the same proportion and vice 
lersa 

The Quantity Theory of Monev although assrciated with the 
name of the American economist Prof Irving Fisher, its origin 
ran bo traced back to Bodin, Cantillun and Hume who gave rough 
formulations of the idea embodied m the thetry JS Mill, however, 
gave a clear statement of the quantity theory of money He 
opined “The ^aluc of money, other things being the same, 
vanes i’nver«=el} as its quantity . every increase of quantity lowers 
the value ond every diminution raising it in a ratio exactly equi- 
valent” ^ In the same way, Taussig stated, “Double the quantity of 

money and other things being equal, pncca will bo twice as high 
as befi re, and the value of money one half. Halve the quantity 
rfmonej’and other things being equal, prices will be one half of 

what they were before and the value of money double ”* 

Fisher enunciated the Quantity Theory of Money in his 
\iooV Purchasing Pou-er of Money published in 1911 The credit 
of Fisher lies in that he represented this theory in terms of an 


1 J S Mill, Poltliail Ceonomy, Vol II, p 15 
> laxieatg, pTinftpUto/Btotiomic*,Vci I, p 2 j0 
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algebraic equation called the equation of txChnnqe and clearlv 
brought out the assumptions underljmg the theory He stated 
that 

JIV = PT 

t e , Supply of Monej s^Bcmand for Money 



uhere 

M represents the quontity of money m circulation including 
both coins and bank notes but excluding bank reserves and the 
money held by the Treasury 

V refers to the velocity of money in circulation ond is obtained 
by dividing the oggregnto volume of money payments in a j,nen 
period by the units of money in circulation The velocity of cir 
culation of money shoufl the average number of times a unit rf 
money changes hands . 

The product of Jl and V gives us the aggregate e^ycclite supjily 
of money during the given period. If a rupee note performs on 
the average 5 transactions and the total number of notes m cjr 
culation 18 1000 croreg then the total value of transactions which 
can be done uitli these notes is Rs 1000 x 6 croresazUs CQOO ctores 
This IB the supply of money during the gi^en period of time 

Prepresents the general price level T represents the total 
volume of transactions for which money j ayments ate made, it 
includes goods, services and securities and is equivalent to tho 
physical volume of trade 

The product of P and T gives us the demand for money Tho 
supply of money must at any tune bo equal to the demand for 
money In other words MV must be equal to PT A doubling of 
M, V and T remaining constant must bring about a doubling of P 

But in the modem economic system money consists not only of 
the bank notes and coins but bank deposits also perform the 
function of money Fislicr has therefore extended tho equation 
of exchange to include tho bank deposits also If M represents 
tho amount of bank deposits nnd V , tJio velocity of circuJition of 
tho bank deposits, then the equation of exchange takes the 
form 

MV+U V =.PT 

;„r P„S+S: . . 

'■ The fundamental thesis which Fisher seeks to establish in the 
equation of exchange 13 that the pnee level or the value of money 
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18 a function of the quantity of money only Let U8 suppose that 
M or the quantity of money is doubled , what is the influence ol 
this upon other magnitudes of the equation 1 

The normal effect of a doubling of M i3 to double M’ (bank 
deposits, as “under any given conditions of industry and cmh 
sation, deposits tend to hold a fixed ratio to money in circulation” 
and thus “the inclusion of M' does not normally disturb the quanti- 
tative re]!ition betueen money and prices " 

The change in M, Fisher contends, has normally no effect on 
the velocity of circulation V is the average rate of turnover and 
depends not upon M hut upon the “monetary habits'* of the indivi- 
dual? Each man’s adjustment of money is, of course, somewhat 
rough and dependent lai^cly upon the accident of the moment 
t e , there is no definite relationship between expenditure and the 
actual quantity of money But m the long run and for a largo 
number of people Fisher assumes V to be given and constant. 
The factor V will depend upon ‘density of population, commercial 
customs, transport and other technical factors and not on the 
quantity « f money ” 

Similarly Fisher contends tliat a change in the quantity of 
money does not affect the volume of trade, T As he has put it, 
“The stream of business depends upon natural resources and 
technical conditions, not on the quantity of money '* 

Thus all the elements V, V' and T having been shorn of their 
fluctuating tendencies, Fisher succeeds in establishing a direct 
nexus between the price level P and the quantity of money in 
circulation, M of such a nature that the purchasing power of money 
becomes a direct inverse function of its quantity As he has put 
It, “One ofthe normal effects of an increase in the quantity of 
money is an exactly proportiunai increase m the general level of 
prices We find nothing to interfere with the truth of the 
quantity theory that variations in money (M) produce 
normally proportional changes in prices "* 

Keynes m his book Treatise on Money poses a crucial question 
namely, what is the fundamental task of the monetary theory ! 
Keynes observes that the fundamental task of monetary theory is 
not merely to establish identities or statical equations relating 
the turnover of monetary instruments to the turnover of goods 
traded for money The real task of such a theory is “to treat the 
problem dynamically analysing the different elements involved 
in such a manner as to exhibit the causal process by which the 
price level is determined, and the method of transition from one 
position of equilibrium to another From this point of view, the 


1 Fisher, op cil , p 185, 
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Fisher quantity theory of money IS of little analytiral and practi 
cal significance Fisher s eqmti n f tvchange is a f ur !j static 
identity It merely states what is obvi ualy true namely that the 
turnover of money IS alwa>s equal to the turnover of go ds traded 
That IS why Keynes has observed “The Quantity Theory of M ney 
IS a truism which holds though without significance It does not 
gjv© any precise clue to the causal pr cess by wh ch the value of 
money is determined It merely stat» that V and T remaining 
constant, an increase mJI leads to an «act}y proporti nate increase 
in the price level It does not sJiow how an increase (or decrease) 
in the quantity of money reacts upon the price level Thi® aspect 
of the problem has been clcarlj explained by Keynes m his General 
Theory According to Keynes a change in the quantity of money 
affects the price level through the three independent variables of 
Keynesian system namely liquidity preference propensity to con 
sums and investment The immediate effect of an increase in the 
quantity of money is to lower the rate of interest by increasing the 
supply of money available for speculative motive A fall in the 
rate of interest brings about an increase m the level of investment 
An increase tn investment through the consumption multiplier 
leads to an increase m income So long as there are enough of 
unemployed labour and capital resources an increase in the quan 
tity of money would tn this way lead to an increase m 
real income or output rather than price But in the long run as 
tbestateof full employment tends to be reached puce level rises 
After full employment an increase in the quantity of money spends 
Itself entirely in raising the price level and every increase in 
the quantity of money is associated with an exactly proportionate 
increase in the price level and tuce versa Thus Fisher’s quantity 
theory of money holds good only m a state of full employment 
This assumption of full employment is implicit in the Fisbetine 
quantity theory of money 

Fisher assumes the magnitudes V P and T to be given and 
constant This may be true in the long run but in the short run both 
these factors are subject to fluctuations There are cases in monetary 
history where the price level has risen not because of an expansion 
in the quantity of money but due to a rise in the velocity of cir 
culation of money The immediate cause of hyjier inflation m 
1920 s m Germany was not so much the increase in JI but the m 
crease in V, everybody spending the fast depreciating mark as 
quickly as possible Similarly the effect of an increase m M may be 
partly or fully neutralised by a fall in V and this is what happened 
in Germany in the 1920 s In the same way may increase without 
there being any rise in P for the reason that T may have increased 
The fact is that V and T do not remain constant nor is T indepen 
dent of P and other variables as assumed by Fisher The factors 
are interdependent and mutusUy detenume each other 

A logical implication of Fisher s quantity theory of monej is 
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that the price level can bo controlled fully by monetary policy 
The truth of this generalisation nas put to an acid test in America 
during the Great Depression of the 1930 s The Federal Reserve 
system of America with a view to arrest the downward movement 
of the price level carried on the process of expansion of money 
supply to fantastic exCremcfl but without any substantial effect on 
the price level This only shows that there were non monetary 
factors operating on the price level which were outside the control 
of the monetary authority What in fact happened is that when 
the pnce level was falling or the value of money was rising, the 
people accumulated cash balances and this reduced the velocity 
of circulation of money which nearly neutralised the mcrease in the 
quantity of money in circulation 

POINTS TO REME3IBER 

1 Tht sunt and aubsfanct of Fuher s QuanUly Theory o/ Money 
\a that the price ’ivelti a function of the quanUty of money tn etreu 
laiion only and an increase tn the quantity of money leads to an 
exactly proportionate rise m the price letel and vice lersa 

2 Ftaher has expressed An theory in terms of an algehraio 
equation namely, MV =PT The magnludes P and T remaining 
constant M and P vary directly and in the same proportion 

3 The Quantity Theory has been a target of severe crtbcim 
especially by Keynes 

i The theory i< a truism lektek holds good without significance 
It does not show the causal process by which a change tn the quantity 
of money brings about a change tn the price level 

5 The theory holds good only in a stale of full employment 

6 The factors M, V and T are assumed by Fisher to be tnde 
pendent but in fact they are mutually dependent and are also subject 
to fluctuations 

7. The theory is incapable of explaining the price moiements 
associated uilh the trade cycles 

SELECT READINGS 
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Q S Would you considet ttie cash balances approach to the 
value ol money as superior to the transaction theory ^ 

(Tenlaiesuara 19G0) 

Examine critically the ‘Quantity Theory of Money*. How 
far can the explanation given by Keynes about the determination 
of the value of money be considered satisfactory 1 Discuss 

[Agra I9G0) 

Discuss critically the Quantity Theory of Money in the JJ^ht 
of Keynes’ General Theory, {Allahabad 1058) 

State the Cambridge Equations and show their significance 
in monetary theory {Allahabad 1957) 

What is the salient diflerence between the Fisherian Equation 
and the Cambridge Equation of Money t Which one do you prefer 
and why * {Allahabad 1958) 

Ans The Fuhenne Quantity Theory of Mmiej representu wlut 
is called the CaaA Transoction theory of montj . A second \ onety of 
the Quantity Theory has been evolved by the Cambtidgo cconoDiists 
like Marshall, Pjgoii, Keynes and Robertson Tins theory n> known 
as tlio Cash BalaneKs approach 

The etsseiice of the ca»h baKncea npprmch 1ms been clearly 
staterl by Marsliall thus 

“Itiewry state of society theie la wimv frat t'on of their in» 
cuiue winch people find it worthwhile to keep n the form of 
current*}' ‘ 

"A large command of resources in the form ul currency renders 
their business easy and smooth and puts them nt au advantage m 
bargaining , but on the other hand it locks up m a barren form 
resourres that might yield an income if investeil ” 

“Every man findj the appropriate fraction after balancing one 
against another, the advantages of a fcirtlrer ready command and the 
disadvantages of putting more of lus resources into a form in w Inch 
they yield him no income or other benefit." 

“Let us suppose that the inhabitants of a country find it just 
worth their while to keep by them on tho average ready purchasing 
Dower to the extent of o tenth part of their annual incoitie together 
with a fifteenth part of their property , then thenggicgate \alue of 
tho currency of the country will tend to be equal to the sum of 
these amounts ^ 

In algebraic terms, suppose that the community desires to 

1. MoraJioJl, Monty, Creil{t<inlCf»nncKr,l, {tv), J 
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hold command over K units of goods If P is the price unit, then 
PK represents the demand 'or money But the demand for money 
must be equal to its supply Therefore PK=M where M is the 
quantity of money. This is the fundamental Cambridge equation 
There are two versions of the Cambridge equation namely, the Pigou 
equation and the Keynes equation 

Prof Pigou expressed the idea contained m Marshall s state 
mcnt of theory in the following way 

P= , where 

It represents the total real income expressed in terms of any 
particular commodity, wheat enjoyed by the community over a 
period of time K represents the proportion of the real income held 
by the people in the form of the legal tender M stands for the 
number of units of legal tender 

P represents the purchasing power of money 

But money is held not merely in terms of legal tender but also 
in bank deposits The equation has therefore been enlarged to 

‘’-T { ] 

where C is the proportion of caeh which people keep in legal tender 
and h 14 the propottion of legal tender to deposits held by the 
banks 

Keynes has rejected the Pigou equation as “inadequate ’ First, 
Keynes contends that the introduction of the factor H, the current 
real income of the community suggests that variation m it is one 
of the two or three most important direct induences on the demand 
for resources This according to Keynes is correct in the case of 
income deposits only But the significance of P« is much reduced 
when attention is focussed on total deposits and not on the income- 
deposits alone Secondly, the prominence assigned to the factor 
K— the proportion of bank deposits to the income of the commumty 
in the equation is misleading when extended beyond the mcome 
deposits Thirdly, by measurmg the quantity of money held m 
terms of wheat Pigou evades the main problem The object of any 
theory of money is not to discover the price of wheat but the pur 
chasing power of money 

Keynes by rejecting the Pigon equation advanced a new equa 
tion of exchange in his i raet on Montlary Rejorm The equation is 

n represents the quantity of money in circulation 

p IS the pnee of a conaum^ian unit, a representative unit of 
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the goods and services winch enter »nto tjio budget of a typical con 
sumer i represents the amount or Jiumber of consumption units 
the community chooses to keep m the form of cash V represents 
the number of consumption nnita the community holds m the form 
of bank deposits, r is tho ca®)! reserve ratio 

In the simplified form, exchiding the bank deposits, the 
equation can be written as 

n=pK 

Nowne can compare and contrast the three quantity erjua 
tions of Fisher, Figou and Ke5mca Let as abstract from the opera- 
tion of the banks ns that would make the comparison complicated 
Let us also convert Pigou's P, tbo value of money into the pnee level 
p Then P=l/p and the three equations ciin bo WTittcn as 

r=M 

tishsr Pigou Ke>ne» 

In all the three equations the price level is a direct propor- 
tional function of the quantity of money Of course, Fisher makes 
use of the concept of velocity of circulation of money which 
Marshall has characterised ns not a wronc but a long way of desenb 
jng the relationship Tins, however^ docs not mean that Fisher 
considers certain factors which the Cambridge economists ignore 
Willie the former emphasizes the medium of etchange function of 
monej, the latter stresses the store of value function To Fisher 
money w demanded 00I5 for the purpose ofcarrying out transactions, 
To the Cambridge economists demand for money means drmand for 
money to hold Fisher’s V is the reciprocal of Kejaes’ K In a 
period of boom jieople expect prices to rise and the) are therefore 
inahiirrj to spend tJie money and aequiregoods Fisher would 
describe the situation by saving that V is high The Cambridge 
economists would describe the same by saying that the demand for 
money K is low. , 

Although the Ke3Ticsian cqontioh is identical with the Fisher 
equation, the fonner is an iroprovenmcnt over the latter m manj 
respects In the first place, Fisher concentrates upon the cash 
transaction or tho general pnee level which m of no particnlar signt- 
ficance to the determination of the purchasing power of nionej 
Unlike tho Fisher equation, the Keynes equation docs not refer to 
the “hotch potch’ price level bat the pnee level of tlie consumpliou 
units It throws light on what Keynes calls the consumption 
standanl or tlie cost of h\ mg standard value of iiionej Secondly, 
the Fisher equation 13 completely worthless in the explanation of 
the phenomenon of trade cj cles According to Key nes, business cj clen 
occur as a result of the erratic ^actuations m K and K’. This 
can bo neutralised by the central bank by operating on n and r. 
The factor K' can bo regulated by bank rate Thus the Keynesian 
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equation gives a clear clue to the field where the monetary authority 
can operate m order to avoid price fluctuations Thirdly, the Fisher 
equation seems to suggest that even idle cash balances exert an 
influenca upon the price level but in fact they do not create anv 
demand for goods and services and therefore they do not affect their 
prices This fact IS clearly taken into account in the Keynes equa 
tion. 


But the Kejnesian equation is not free from defects In fact 
Keynes himself has not been forgetful of these defects which be 
points out m his Treatise on Money First, the equation is defective 
because P measures only the price level of consumption units I he 
equation seems to suggest that people hold money to buy consump 
tion units only But in fact people hold money for a multiplicity of 
purposes and with multiplicity of motives Keynes himself encgested 
in his General TKtory that demand for money depends upon (a) 
transaction motive (6) precautionary motive and (c) speculative 
motive 

In his Traci on Monetary Reform, Keynes assumed the constant 
levels of output and employment When n is changed volume of 
output remaining constant the net effect w ould be a proportionate 
change in the price level This may be true in the long period but 
in the short period the levels of output and employment are subject 
to change For this very reason as trade cycle is a short period 
phenomenon, the flaetuations of prices associated with trade cycles 
cannot be adequately explain^ with the help of the Keyne«ian 
equation 

The deficiencies of the Tract equation have been adequately 
met by Keynes in his General Theory He has dovetailed the theory 
of money with the theory of output and has reached the conclusion 
that the quantity theory of money is valid only in a state of full 
employment In the pre full employment state the charges In prices 
are due tu changes in the Igvels of income rather than in the quantity 
of money 


POINTS TO 

J The Camhndge eqvaUonaareatarxely of the QuanUly Theory 
of Money developed by the Cambridge economists They hate emphasiz- 
ed the store of lalue functionofmoney as contrasted tothemedtum 
of exchange function by Fisher 

2 There art two tersions of the Cambridge Quanl’ly Theory 
namely, the Reynes equation and the Pigou equation 

3. Of the two tersions, Keynesian equation and the Pigon equa 
tion, the former is superior to the latter. 

4 Tht Reynes e^atvom is also superior to the Fisher equation 
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5 The hojnes equation tsalm defective tn that it takes into 
account only the 'price kxel of ctmsumpUon units and is also bated 
on the aitvinplion of the yiven leieh of inecme and employment 

<5n Ecr RPADIVCS 

) Mnrshnll ^loney Crr I land Oommerre I »i 

2 Keanes A Tee'll 'eanilvorj t«t J ehaj^tr 10 

3 Robertson Uonrv tKnjder II 

4 Utilii O N MonelntyThtori thapttrS 

Q 6 (o) ExplfliD the concept of locotne velocity of loooey 

end discuss the factors which govern it [Poona 1900) 

({>) Explain the importance of the concept of the income 
velocity of money in the analysis of the relation between money 
supply and economic activity [Delhi 1908) 

(e) It is the chaoses in demand and supply in the product 
and factor markets that are relevant to the explanation of price 
behaviour and not the chanses in the quantity of money itself 
Discuss [Delhi ]050) 

Ans The concept of income vcJooitj ofm'‘nej is tho nut* 
come of n natural sequence in the process of growth of the 
Kejneemn school of thought Money, that is triditionnlly 
supposed to be passiio and neutral is seen to phj n considerably 
active role m the { rocesa of growth of the net national product of 
a given economy The quantity theory of raonev that held suny 
prior to the appearance of the yencroJ/Aro/y of Keynes coneentratwl 
its attention primarily on Iho problem of deteroimntion of the 
value of money, rather than on (he functions of the monev in shaping 
t he courae_uf thn incnme.flnu a (lint accrue to the various fictors ( f 
production that (ollaborate in the ccotion of the income stream (The 
concept of income velocity especially, throws a new light ou the 
functions of money, csywcially under the capitalistic system of bo« letv 
in which all cionomic activities cluster around the pivc 1 1 f money 
TJie concept of income velocity subscribes the ends of functional 
nnahets in the monetarv field j 

M hether we take transact ions version or cash bnlnnccs verejoii 
tt 0 meaning IS apprcximalclr the samotir given otherfutorw th< 
price level changes in (he same proportion as the quantrtv « f 
monev ^eYmcmen\s of the theory are there — in t'tio form o! 
introducing velocitv of circiilatton of money, in the distinction 
between legal tender money and bank money and even m the form 
of cash reserve ratios inaintaitied by the banking system But, 
the theory as it cotnes to us mainly speaks of one thing only, that 
the value of money, whatever we mean bv it, is an inverse 
function of its supplv 
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Now it Will be granted that sach a simple way of looking at 
the problem 18 quite deceptire It is not that ^hcn we change 
Mm the identity MV=PT, only Pshonltl respond to the change 
There is every reason to believe that T should also change in 
magnitude And thinking m terma of the Cambridge version we say 
that c hanges in money anp plv ought to show some effect on thel 
in come of th e community^ If, therefore, in. response to changes m* 
money supply, income also changes, a fuller version of the theory 
explaining the value of money must be broad based and include 
the changes m income also 

The publication of the General Theory of Keynes paved the 
way for a right approach to the problem He himselOiadjieglccted 
changes in money and eficcta on prices because his mam purpose 
was to analyse the changes in real mcome and employment But 
the principles put forth by him shed light on the working of the 
economic system and the way real mcome of the community 
changes m response to various stimuli In this ^nnection his 
theory of multiplier is specially mstruc tive which ‘uescribes how 
an injection of money income at cue point of the economy generates 
a multifold real income m the economy provided there is not 
already full employment The traditional quantity theory would 
have stated that even m the depth of a depression injecting the 
money supply would mean a proportionate rise in prices \J 

Detailing therefore the income approach to the value of 
money by dovetailing the principles of General Theory to the 

E rmciples of quantity theory we first of all make a distinction v 
etween th e menme \clocitv.pf . money and circulatii n v eloc i ty of 
money The quantity theory takes account of the circulation 
velocity of money which IS the number of times a unit of money on 
the average changes hands in a given period of time But this 
< hanging of hands may not be creating an equivalent money income 
in turn Money intome will be created only as and when the 
expenditure is received by final factors of production m the form 
of wages rent interest and profits However, hero also a unit 
of money can cause to become income more than once in any 
period of time and it h the average number of times a unit of 
money turns up in the form of somebody s income that is called 
the income lelocxly of money Income velocity of money can be 
calculated by dividing the total money income earned in a period of 
time by all the economic units of a country divided by the average 
quantity of money supply Thus on one Bide we do not take the 
traditional T as such we pinout only that portion of it which 
shows up as income of somedhe And on the other we also ignore 
the traditional \ As Kent puts it, the income theorists ‘concentrate 
their attention upon the receipts and disposal of the total money 
income of the people of the country — such income being all the 
money receiv^ as wages, interest, rent and other allocations 
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resulting from production nctivitj He goes on to say that if 
total monej of community happens to be $2(^b white tho arerago 
quantity of money available m circulation has been SlOOb then 
the incomo velocity mil be two Clearly, the circulation velocity/ 
wili he mucli greater than income velocity because all Iran 
eactions ilonot create tm ncj incomes A H Gayer, explaining tho 
meaning of income \clocitj saystliat *‘\ie call the number "oT'timea 
money passes through tho production sequence before again 
becoming income in any gircn period of time its income velocity 
(in contradistinction from its transaction velocity)’ * “In boom 
years the latter (income velocity) appears to have been about 3 per 
annum m Great Britain and the United States Obviously during 
depression it is likely to be markeilly less because, ns shown nbo\e, 
new spendable funds ora notuhoJly employed /h imking neU 
purchases, or are utihsod more slowly part being held idle at 
each stage in cash or deposits * 

Having understood the meaning of income veloeitj it follousi 
that it would bo more profitable if link, between price level am! ^ 
money income were found in the place of a link, between pneo 
level and all kihOs of haphazard transactions For this purpose 
the income theorists proceed on the basis that all money cxpcodi 
turo nn final consumption goods and finally purchased capital 
goods equals the sum of a,Il monev mcomca received m that period 
It should not be diflicult to establish the truth of this equation 
All the etpcndituro incurred m tho purchasing of final consumption 
goods and capital goods u as naturally equal to incomes received by 
their producers and was divided into different factors of production 
in the form of profits (or losses), wages rent, interest etc.^ 
The money which was reeeivetl by the producers of raw 
materials from the final producers was similarly again divided up 
into the profits (or losses) of the producers of raw nntermh niid 
tho wages, rent, interest etc paid bv them to the factors of 
production winch they m turn had employed Thus all through 
there is ^o danger of double counting W e are only counting ^ 
income of a factor aa which be recciie<lt,an agent oran indirj lual as 
ft contributor to the final exchange value of the commodity 
Thus the income received by all the factors of production in the 
economy is equal to the exchange value fetched by the goods and 
sera ices produced by the coinitmnity J 

Tho difTerencc between traditional quantity theory an! 
income theory here, therefore, 13 tliat while quantity theory would 
include all transactions of tinr fuU erehantfe tnlue in tho 


1 Kent (nnymond P }— VeneyffAd p 41!) 

2 Ga>er{A I>}~MpnftaruPottcg«iui Eteitomie ^Uihihial on p 223 

3 p 221 
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calculations of T, tnoomo ..thpoiy faVpa Ar rn nnt olihej^ Iue Cfld cd 
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Now with this identity between total money incomes and 
Itotal money expenditure on final consumption goods and capital 
jgoods, the income thcoTint would establish the value of money 
Ihe flow of money income ha» generated a flow of real goods and 
services and the value of money therefore depends upon the relative 
fltrenf^th of thail ow of money inen me-And th e flo% iLof_rcal gaoilumd 
seryic^ Greater the income velocitv of money, greater will be 
The flow of money income generated by it and given the flow of 
real goods and services, higher will bo the price level as lower will 
be the value of money On the other hand, to the extent that this 
flow of money income has been able to generate additional flows 
of goods and services, price levels as determined at the final end of 
purchases and sales will be loner It is not denied that the abovef 
portrayal is a simple piiturc of reality , that in fact incomes generated 
tend to hnvo Inng dnmn cITcetH .n nf itio . supply ond 

emplo yment of factors of production^-Jiut then these things tati 
easily be accounted for in a more realistic and loss abstract picturo 
Further it has to he granted that a major defect of the above 
approach is the comparative scant y treatini nt of time lags involved 
m the generatio n of nion ov income and the tesponstCTn.terias of 
jouip^ Ilut this problem should rot pose any special difliculty 
All that no have to do is to choose a ce rto m pertod , find out the 
flow of go( da and services in that penod ami tlie expenditure which 
IB being pitched against that flowthrough the flow of income If 
money income generated today is able to call for productu n of 
goods only tomorrow, then to tluit extent today s price level will be 
liigher and tomorrow's lowi r 

This last j/oint presents mtercsting posbibilitics of useful 
application < i the inc omt nnnn ncl i in matters of plannin g If we 
(alculitcth e time lags involved in the response of investment 
to the incomt generated and the time lags involved in the fructi 
ificition of investment, we can calculate the various effects of 
governmental effi rts on demand and supply of various commodities 
land hcncc their price level It n interesting to note that income- 
velocity concept in its greater detail enables us to split up the 
total income flows int< van is atrcamlcts anti subchannels meant 
for the demand tif vanous go ds and services Considering each 
individual channel of supply < f go ds and services and the ct ires 
ponding channel c f mt ney demand flowing from money income flow 
it IS possible to fi nd out various individiinl nrice lev els By consider 
ing the behaviour of various demand channels, m connection with' 
changes in aggregate income flown, it can be f und cut how 
changing incomes are going to influence the demand for 
various commodities In India, for example, it has been found 
that with rising incomes the demand for cenrse grams is compara- 
tively decreasing while tliat of superior grains and white sugar is 
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increasing Snch on analysis can ^l«>o be earned for future project 
ions of demand and Mipply and necessary «teps can be taken for 
the smooth and balanced working of the economv For on under 
derejoped country like India this analysis presents a special scope 
for use in planning 

We conclude this part of the argument hy emphasizing once 
ogninthatit is the fiou of monev mtoire and the flow of goods 
and •serrices which is of real relernnce to the determination of price 
lerel and not the changes in the quantity of money as such For 
changes in the quantitv of money mar be counteracted or strength 
ened by the income relocity which in turn generates the demand and 
supply of consumption and capital gioda It is therefire.necessarj 
to see in brief what are the major forces whicA go to determine the 
income velocitv and to what extent the supply of goods and 
services responds to it m any given situation 


Since income velocitv is calculated as total nioncr meome 
received in a period-average aupph of money m that period, 
obviously one major detetmming fictor will be the speed with wbu-b 
nccnle spend their incc inc s This evj cnditure of course should not 
beofpurelj tran actionary nature but should be able to generate 
monev income of an cquiaalent magnitude Such an evjienditure 
therefore has to be on final consumption goods or capital goods or 
it has to be a payment to various factors of production fi r their 
fcmces In fther words the expenditure should be in the nature 
of consumption or inTestnient >*ow both the e expenditures are 
stimuhted (and dampeaedl by well known cou«es For example, 
coBsiimptioa expenditure will increase m anticipation of ribing 
prices shortages, upheavals or ristog incomes while investment 
expenditure will be stimulated in noticipatiun of ti mg profits and 
demand Folioiving from the coiteumptioii and mie&tment demands 
the demand for factors of production will be desired Obviously 
when the demand m the commodity nnd f ictt r markets is mcreasma 
automatvcally prices ^ iH tend to rise the monej supply will increase 
through creation of credit and in the absence of or ni shortage of 
bank credit extra means of financing new demand will be found 
out For example velocity of circulation of monev will increase 
and people will tr> to develop techniques of consumer credit there 
will he building so leties, more bdl» of esclnDge etc etc As 


Padchffe Committee punts out in its Report, it is not the inonej 
supply ns suth which mil hmif the demand m any appreciab'e nay 
nionc3 market may be tight but people will find extra sources of 
Sn'<B<esad then are numerous wa^ rnwAreh the hquirfify of other 
a««et 8 mav be used to finance the enhanced demand 


In conclusion, we can «aj , therefore, that it la not the quantitj \ 
of money as such or its velocity of circulation which is of real } 
significance m the determination of pnee IcveU , of much more j 
importance 13 the monev income flow determined bj the income 
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velocity of money and the flow of goods ond services as determined 
m response to the money flow through various investment 
decisions and time lags mvolved in the fructification of those 
investments 

rOINTS TO REMCMBER 

(J) Tht iradittonal quantity theory of money ts especially 
defectiie iihen it ignores the effect of changing quantity of money and 
its leloctly on economic aetnity 

{2) The pulbeation of the General Theory paied the uay for 
a neu. — the income approach, to the problem Now the problem of 
pricing can be tackled by gauging the flow of money income and the 
flow of goods and senicrs i» response to that flow 

(3) Income teJocity of money is calculated as total money 
income~aierage quantity of money in circulation in a giicn period 
Income velocity of money ts almost always greater than the 
circulation leloeity of money 

{4) The income theorists proceedon the assumption that expends 
ture on consumption and capital goods finally purchased is equal to 
<7ie income received by all the community duttng that period Thus 
as against traditionaltheory the income theorv lakes only the value 
added at various dages rather than counting all the transaction value 
of the traded commodities 

(5) Onen income velocity, the quantity of money and the 
flow of output, ue can ealcutaie the price leiel and changes in it. 
By splitting up the income finointo subchannels </ demand and 
matching them against sub channels of output flow, indmdual price 
leiel can be calculated and projected vnto the future 

(C) This calculation of sectoral price leiels etc is specially 
useful in an underdeveloped country embarking upon planned 
economic deielopment It also shows clearly that for price leiels the 
demand for factors and commodities and the flow of output are of real 
importance and not the quantity of money as such 

SELFCT BEADINCS 

(!) Kent (Raymond P ) Money and Banking 

(2) Ga-ver (A D ) — Monelary Policy and Economto SMitUiuiion ch X. , 

(3) Chandler (L V) — Inlroduelton to Monetary Theory 

Q 7 Trace the process through which inflation and deflation 
have their impact on production and distribution (Delhi 1960) 

Ans Production and distribution in a capitalist society are 
guided and governed mamh by the movement of prices The 
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rnotivation for production js the desire for malving a fortune 
The prospects for making a fortune would obviously hinge on the 
success of the entrepreneurial classes in purchasing the factors of 
production at the louest of pnCcs and selling the products at 
the highest of prices and appropriating the ‘surplus bj way of 
profits~a reward for the assumption of nsl s and uncertainties of 
an unpredictable future market, in anticipation of which the 
entrepreneurs iiave to undertake investment The behaviour 
of the entrepreneurs is motivated mainly by the desire 
for profits which in turn depends on the excess of the sale 
prices oi er and above the cost prices Consequentlj the enter 
prenem’s expectations regarding the probable turn of prices would 
have a decisive effect on their desire to invest and produce — opti 
mistic exj cctations leading to a spurt m investment emplojment 
and production and pessimistic expectatu ns leading to a shrink 
age of ml estment, emplojment and production Short teim expec 
tations particularly ha\o almost a lijstenc influence on the 
employment of invostibJe funds as is eiidenccd by the diversi m of 
a large proportion of tho invcstiblo funds towards speculatno 
ventures Long term investments could not possiblj be guided 
eolelj on th© basis of the whims and fancier of tho entrepreneurs 
as to tho probablo turn of prices There is no reliablo basis at all 
for making dependable pr* jections about a distant future — not ) 
^cven tlienenr future L^ng term investments are undertaken by 
' the entrepreneurs out of a complex of motives, tho desiro for profits 
being perhaps by far tiie most imjiortant U hat matters for our 
purposes u the f vet tliat production under capitalism depends on 
the volume of investment which is undertaken mainlj on tlie basis 
of the prospects of making a foilune which depends eventually 
on the excess of the sale prices over tho purchase prices 

Distribution, again, depends on tho prices of the factors of 
production as determined by the specific demand for, and tho 
Eijpplj ol the factor in question TJic apportionment of the nation il 
product as between the members of the coinniunvtj that collaborate 
in the process of production depends outlie prices which they 
manage to command It is relative scarcity as against demand 
which determines the prices of th© facte rs of production Fvery 
increase m scarcity makes for more and more of exchange value, 
whereas everj decrease m scarcitv makes for less and less of ex- 
change value The problem of distribution has been handled 
traditionally on the ba«i3 of the nature of rent, wages, interest 
and^profits the rosncctive tewncdsxif.the.Guir .far.tnr.Qjif ^ncAibiat 
ion, land, labour capital and orgamsation Here again, wo find \ 
that the pattern of distribution depends on the determination of | 
the prices of the factors of production m one way or the other 1 

The impact of inflation and deflation on pioduction and distnbu 
tion has to be examined on the basis of tbe relationship that obtains 
as between (a) prices and production and (b) prices and -distribution 
since prices constitwtc the prime mover m guiding the de«tinj of 
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Q. 8 What are, according to you. the main criteria of and 
the requisites for the monetary equilibrium ? Examine the 
suitability of your criteria in the context of the prevailing Indian 
economic situation (Poona 1960) 

Ans It IS an indisputable fact that money plays a decisively 
leading role in guiding the destiny of the capitalistic order of 
economies The developments in the field of monetary theory 
ever since the appearance of the Gcneraf Theory of Kejnea lathe 
year 1936 have brought to limebght the influence exercised by 
money in the determination of the total volume of employment and 
output The presumed neutrality ot money by the classical theo- 
rists was blown up by the incisive analysis of the Keynesian school 
of thought The classicists believed that money actually is what 
should be only a servant at the command of the physical forces of 
the economy This was not at all warranted by the facts of the 
situation The relationship between monetarj' and general equili- 
brium IS of great theoretical interest and practical significance 
especially so, for countries like ours, embatking on a large-scale, , 
planned programme of development 

The traditional treatises on economic theory neglect the 
monetary problems, their working and their impact on the physical 
side of the economy The main reason for ibis was that the 
classical economists emphasized the role of mcney only as the 
medium of exchange and not as etore of value “It is a pecu 
lianty of all systematic treatises on orthodox economic theory 
that there is no minor connexion and integration of monetary 
theory with the central theory of fnrices Usoally the monetary 
theory i-i only a much locse appendix to the theory of jirice 
formation’* The phrase “money is only » veil’’ recurs again and 
again * Actually for various reasons it is quite difRciilt to integrate 
the two aspects of the ecohomies in theory viz the monetary and 
physical aspects The two are interconnected and if monetary 
forces are not m balance, the physical side of the economy is 
bound to experience a change The way in which monetary forces 
behave as to remain neutral in their impact on the making of the 
economy is called monetary equilibrium 

We must remember that monetary forces have an inhe- 
rent tendency to generate a cumulative disturbing effect on tho 
economy, once they are not in balance The physical side of tho 
economy if there is neutrality of monetary forces, is however 
automatically restored to its equibbnum if it is disturbed For 
this reason the study of monetary equilibrium has become all 
the mere vtapec-ative The why moestary theory cannot 

be integrated into the general theory of demand and supply as 


) Ounnar Myrdal ‘Monetary BqutlihTtttm, p. ^0. 
2 Ibtd.p 11 
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such IS precisely this that two aspects of the economy are quite 
different For example m the market the price of anj tominodities 
determined by the strength of itsdemand and supply but while other 
poods and services leave tie flow of iirculatim when they are 
finally purchased by consumers, money stands its guard the axe 
of money does not destroy it or take it out of tho circulation 
flow Similarly while m general equilibrium theory we can 
^ analyse the conditions tf equilibrium with reference to a moment 
oftime, m monetary theory no cannot do so Money has tho 
peculiar characteristics of store of value and the ability to get 
contracts made in its terms Inevitably tho introduction of 
money brings the theory to a lower level of abstraction and makes 
it more realistic and dynamic m nature Again while other goods 
and services have their own utility money has not Demand for 
money is derived from the demand of other goods and services 
which m turn depends upon their prices (which is the reverse of 
the value of money) This circular reasoning and the difficulty 
that money as such does not leave the flow when it is used, 
makes tho problem quite complicateci It becomes necessary to 
analyse the conditions from which the monetary side will not 
disturb the economy When money forces are m such a state of 
affairs, wo term tlie situation as that of monetary equilibrium 

Now the question arises how to recognise whether in any 
particular situation monetary equilibrium exists or not * In 
other words, what are tho main criteria of monetary equilibrium * 
In order to do this it has to bo noted first that onco monetary 
equilibrium is disturbed it generates a cumulative tendency for 
the economy to deviate away from its equilibrium position 
unless counteracting forces ore not created to check it When 
tho economy is in balance, naturally such a balance can be only 
o\ stationary tjpe with minor changes in individual items Such 
ancconomj, further, willnotbo even progressing or decaying for 
such a process involves change, which means disturbance of equi 
librium The existence of monetary equilibrium can be discoaered 
only cx post * e after the event W e can take some past period 
and find out whether the e onomy has undergone a process of 
change or not and on that basis we will be able to find out whether 
monetary equilibrium has existed in tint period or not Further 
on that basis, if the monetarj equilibrium has not been there, we 
can )udge on which side of equilibrium position the economic system 
"^las moved Since no eeonomj is likelj to remain in equilibrium 
for a very long time, and since it will become difficult to judge m 
that case whether tho economy has remained in equilibrium or 
not, it IS necessary that the period taken must be reasonably i 
short one In that period, we take various elements m the) 
economy” and see how they behave These elements are the 
crucial elements winch go to influence the investors’ decisions 
‘ These elements are 
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1 Revenue and cost gams or leases , and 2 the portion of 
the investment gains and loRscfi >\hkh consist m a difference bet 
neen the anticipated production cost of real capital and the 
actually realized coat” Tho 6r8t of these elements deals nith 
profits and losses ( f investment and thereft re induces the investors 
to move further on towards expansion or contraction The second 
element indicates to what extent the expected price of various 
factors of productic n and other technical relations are being 
realized If caleulatuns have been made in the wrong way, there 
will bo a difTcrencc between the expected anti realized costs and 
hence an inducement to contract or expand the economy If the 
ec( nomy is m tho phase of contraction, “value of the first is 
negative, but of the second positive tho sum total is negative In 
tho upward movement tho reverse is true In a state of monetary 
equibbnum tins aggregate of the indicated gains anil losses for 
tho economy as a whole should be zero Its magnitude should be 
a measure of the intensity to deviate from equilibrium in one or 
the other direction 

Now in order that the monctory equilibrium should exist 
certain conditions must bo satisfied In this connection it is well 
to romember that Wiikscll tho propounder of monetary equili 
briiim basis, used the comept of what hp variously called tho 
“real the "normal or'naturd rate of interest as distinguish 
cd from tho market rate of interest This natural rate 
according to Wickscll refers to the productivity of investment 
which the investors will be comparing with tho market rate of 
interest If the productivity of investment or the natural rate is 
more the people will invest and if It IS less they will curtail invest 
ment We have seen tho mam criteria or the indicators of monetary 
equilibrium which will bo tlicro only if monetary equilibrium is 
realized and according to Wicksell monetary equilibrium can bo 
tbere only if natural rate of interest is equal to market rate If 
the two difTor a cumulative process away from the equilibrium 
position starts and never stops liH by some means or other the 
equality between natural and market rate is brought about For 
example if natural rate is greater than market rate, it w 
profitable to make investment and the process of changed product 
ion of consumption and production goods will start and so long 
as natural rate remains greater tlian market rate there is no reason 
why this expansionary process should stop This concept of 
natural rate was later on used with advantage by Keynes in tho^ 
form of marginal efficiency of capital, which is the expected net 
return on investment Keynes explained that investors will in 
crease or curtail their investment plans according as marginal effici 
en^v of capital isjireater than or leas than tho rate of interest 

Now this condition that if monetary equilibrium is to exist 
equality between natural and market rate is to bo brought about 
works through three diUcrcnt manifestations of pneo formation 
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1 in tbe field of jndutti n 

2 m the fickl of cipit«l market 

3 mtlie field of commoditj mtrket 

We can Fa> tl at in onler tliat monetarN equilibrium maj 
exist certain conditions in tli<s>e three fields should be siti fied 
^ which brieflj arc as follows — 

(1) In order that mrestors should have anj additional induce 
ment to investment or to curtail mvestment marginal physical 
productivity of capital must be equal to tlie natural rate How 
ever, we can ^erj well see that such a coodttiou is really not nde 
quatelj stated \\ick«ell apparently lost sight of the fact that 
this marginal ph\-sical prodnetnity in itself cannot have any meaning 
for investors Thej will be interested in the monetary profits of their 
investments and therefore vie should think not of the marginal 
physical productivity but of the marginal revenue productivity of 
in\estment 

(2) Havuic found demand for capital on the basis of natural 
ird market rate of interest it is further nece«ai^ that demand 
f( r and auppK of savings in tbe eapitil market roust bo equal m 
ord r that market cate of interest should not change Saving 
nccorrtmp to the chssical economists are a d reel function of the 
rate of interest while the demand for investment is a direct func 
tionoftle natural rate anl aninaerse fnnclion of the market 
rate In order therefore that investirent plans should not un lergn 
a change it m iiocessari that cqualiti betneen nltnmJ and nnrket 
rate should also Ic able to bring 'ibout «n cqinlitv between 
saving and m\cstmcnt 

(3) Tlic third condition tliat in the conimcnliU field prices 
of con»umption goods should lie stable fillows from the above two 
conditions The condition of stable caj ital goods {rices is not 
necessary liecau«c the demand f r and hence tl e prices of capital 
goeds are derncil from the pneesof consumption gomls In the 
ca«e of equilibrium therefore production and {necs in the consump 
tion goods sector must show stability 

Now let us turn to the suitability of tbe criteria of monetary 
equilibrium m the context of Indian conditions It is apfwirent 
t that the existence of monetara equililniim niqliesa static state 
for an economv The moment an economy in lerg es a process 
of change monetary equ hbnum cannot be sail to exit lurther 
it is neecssan that the wn\ we have nnalyoed the conditions of 
monetary equilibrium the monetary and tinaiicial institutions of 
the economy ohould be very sensitive If the concept of monetary 
equilibrium is to have any useful meaning it la necessary that the 
economy must have a developed money market investment 
uiirketuul other fiuanciul uistitutions so that small changes ju 
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natural and market rate are quicklj and constantly transmitted to 
Tanous nerre centres of the economy pushing; the economy towards 
the equilibrium or aivaj from it Now in an underdei eloped 
country like India we find firstly that the requisite sensitivity 
and maturity of various o^ans of the economy are not found for 
the concept of monetary equilibrium to have any useful meaning , 
and secondly even if monetary equilibrium was a concept appJi 
cable to such an economy it would not be desirable to try to attain it 
In India money market is not fully derelopwl Quite a large portion 
of Indian economy is still doingits working through barter mechanism 
The institutions of monetaiy economy are either mostly unknown 
or underdeveloped in the country side Even in the cities we have 
separated developed commercial binking sector and the indite 
nous banking sect( r Further m India the investment markets 
and other financial institutions are not well developed so ns to 
take continuous notice of changes in the market rate an! 
‘ natural rate and react to it The availability of capital is nut 
a matter of asking fur it but a matter of one s own strength and 
contacts Lastly what India needs today is not an abstract theory 
of what monetary equilibrium is but a concrete thesis as to the 
various measures she should adopt for the development of her 
economy Though My rdal says that the conditions of monetary 
equilibrium do not signify a virtual reality or tendency, but 
only state the conditions necessary lo order that the actual econo 
roio development in progress shall not follow \ Wicksellian 
cumulative tendency still such a context of only an economy 
which satisfies certain conditions if its own In India we have 
far greiter rigidities in the form of technical and social blockades 
than are usually thought of Our problem is not to generate a 
cumulative process upwards which should be quite an easy task 
in a developed economy but t( generate forces of real develop 
lucnt in a phnned and CO urdmated manner We have to think of 
real balances and problems of creation of real resources we have 
to think of creating an imbalance in the present situation not m the 
monetary sphere but in the real sphere m order that India should 
j regress economically Tlie notions like monetary equilibrium 
Will nut help us iii our ta^k 

POIMS TO ahJIbVlBLU 

1 The traditional economic theorffdoes not allow any actne 
role of monetary forces regarding their effect on physical aspects of 
the economy It regards monetary forces as neutral which, in fact 
tfitn they ore not 

2 It IS guite difficult to integrate the monetary and general 
equilibrium theory into one because of certain differences eg , (a) 
while other goods and sertiees leave the flow of circulation when sold 
finally, money does not , (6) general equilibrium can be treated at 
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Spite of an abundance of money in circulation Inflation could 
be defined ns a situation in which too moch money chasing too few 
of commodities causes an abnonnil rise m the genera t lei cl of prices 
A ri«e m the puces taken bj itself is not howeier a conclusne 
proof regarding the esistence of mflationarv condituns in the 
cconntnj Floods droughts, pests and diseases might destroy crops 
in a particular jear thus causing a great rise m the prices of agn 
cultural commodities A curtailment in the supply of industrial 
raw materials such as cotton jute, oil seeds etc might consequently 
hamper the production of some industrial commodities as well, 
leading to a rise in their pnies Such a rise in the genera] level of 
prices could not possibly be designated inflation in the right sen«e 
of the term Inflation originates | nmarilj from the pumping into 
circulation of too much of money as during a period of war or 
during a period of rapid economic deseltjment when a large 
quantitj of money gets expended due to the exigencies of a war 
or theineMtablc needs of a rapidly growing econ mj For inflation 
to come into existence, tbe rise in prices must necessarily originate 
from the existence of too much of money in circulation in a given 
situation in which the other things remain normal, prior to the 
origin of the change in the supply of money The situatii n 
undergoes a radical chan,.c subsequent to the increase in the supply 
of money 1 he prices register a steep rise Iccauso of the impact 
of excessive demand owing to too much pnrrbasing power in tbe 
hands of tbe buyers. The indicator par excellence of the existence 
of an infiationarj situation is a great rise in prices brought about 
by n great increase in tbe quantity of money in circulation 

The apparent contradiction involved in the existence of high 
rates of interest during a period of inflation arises from the fact 
that the rates of interest continue to rule high, despite an enormous 
increase in the quantity of money m circulation Seemingly, this 
goes against the law of supply which states that an increase in the 
supply of a cimmodity, other things remaining equal, brings 
about a fall in the price Accordingly, an enormous increase in the 
supply of money as during » period of inflation ought to bring 
about fl fall in the rates V f interest which is nothing but a form 
of price paid fi r the services of money This should happen, should 
the other things remain equal ns postulated by the law There is, 
however, a possibility that the rates of interest might remain high 
in spite of the increase in the supply of money The reasons for 
the existence of this phenomenon are to be sought in an analysis of 
tbe other things which are closely connected with the determina 
tion of the rates of interest in a given situation 

In accordance with the liquidity preference theory ol the 
rate of interest, what determines mterest is the demand for, and 
the supply of money The demand for money arises out of the 
liquidity preference of the people to satisfy their precautionary 
Jransactious and speculative motives The supply depends on the 



:vnATioN AND mon ratps of iktfrist 37 

monetarj and fiscal policies of the state The demand for and 
the supply of monoj , tnhen m conjunction would determine the 
sfriictitre of the rate of interest The existence of an inflitionarj 
situation implies a state policy vhich injects large quantities of 
monev into circulation In other words, it connotes a great 
increase in the supplj of money 

Tf tlio rates of interest are to be high m spite of a great increase 
in the supply of money, there must bo a serious cause operating 
(111 the side of demand which not only annuls the excess of supply 
hut leaves such a powerful impact on the market, that the rates of 
interest continue to rule high The precise point to consider is 
why there should be such a great rise in the demand for money 
during a period of inflation as to sustain interest rates at a high 
lerel even in the face of an enormous increase in the suppl} of 
nionoj 

According to tiie Kej'ncsnn school of thought, the most 
important component of factors that influence the (lemand for 
money is the motive for speculation in capitalist society This 
motive gets tickled sharply during a pern d of inflation m view of 
the bright piospects of amassing a fortune within the shortest 
period possible with an indulgence m speculative activities The 
risks of speculation are by and large eliminated owing to tlie 
almost assured further rise in prices which inflationary conditiora 
aro bound to generate Coiisequentlj the rash ns well as the not so 
ra«h sort of entrepreneurs can verj eonyementlj look forward to mok 
ing a fortune, availing themsehes of the opportunity offered bj the 
prosnlence of inflationary ronditmns in the econom} Forstard 
tnaikcting marks a brisk and swift expansion, leading to an 
enormous increase in the demand for money In view of the 
great expectations regarding profit possibilities, the entrepreneurs 
yyould not regard even an abnormnllj high rate of interest too much 
to get the necessnrj resources to indulge in speculation Here is a 
nos«ible explanation ns to how and whj the rate of interest is 
hkelj to remain hii,h diiringo perio<l of inflation 

During a period of inflation, gsivcmllj speaking, there is brisk 
economic actn ity due to the increase in the purclnsmg power in 
the hands of the buyers Tliere is mi usually qiuck lurn over of 
business with an uiiprei^dented expansion of economic activities 
More and more of money is required to satisfy the transitions 
motive The total volume of business expands so much that each 
person handles more < f money than befun and hence, the total 
inuireraTy ixtpiiremem*^ oi'’iKe communiiy mariC a remarkaiJie 
incrcnst Consequently, even the eyer increasing quantity of 
money la felt to he insufficient to satisfy the requirements of the 
community 

During periods of rising prices the marginal efficiency of 
capital nicrrasrs enormously, providing all too tempting incentives 
to the entrepreneurs to undertake h^e scale investment to make 
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hay while the snn shines Every entrepreneur would like to make 
a fortune prior to the am\ a! of a "crash" and hence, the demand 
for investment and quick turn over marks a tremendous increase, 
creating an unusually big demand for money In view of the 
unexpectedly high marginalefficiency of capital, the borrowers do 
not mind paying unusually high rates of interest. There is always 
a comparison between the marginal efficiency of capital and the 
rates of interest to be paid for ilifTerent types of loans and so long 
as the former exceeds the latter by a fairly good margin, no rate of 
interest is too high 

In a capitalist economy, the entire machinery of production 
turns on the lever of the bchavioMr of profits and infiationary condi 
tions so long as there are no feats of a downward turn, ofier an 
excellent opportunity of making a fortune, unless there is a hj'per- 
inflation in which the costs nse sharply to upset the profit calcu- 
lations, rising prices imanably provide the best incentive for 
brisk business and this seems to be the principal explanation as to 
how the rates of interest could possibly continue to rule high m 
spite of an enormous increase in the quantity of money It would 
be wrong to concentrate attention on only one side — the enormous 
increase m the supply of money, and contend that increased supply 
ought to bring down the rate of interest The demand sufe is 
equally powerful The result depends on a tug of war between 
the two 
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1 ThfTf u an ajijKDtuI Mate of ifironA»»Uney \n tkt rotxnttnef 
of infinlion arul Inqh rates of tnUrest 

2 Inflation \mphfg an enormous tncieaie in the quantity of 
money Despite an increase in tie supply of money uhy should the 
interest rates he high ’ 

Z The explanation of the demand ftxr money in terms of the 
Keynesian liquidity preferrnre theory 

4 Th» great increase tn speculation during a period of inflation 
in relation to the demand for money 

5 Frpanswn in hustness and the need for more and more of 
money 

0 Comparison liftneenihe relies of interest and the marginal 
ffliciency of capital 
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Q 10 *The rate of interest is detennined by the demand 
for idle balances in conjunction with the supply of money over 
and above the needs of transaction,” Discuss. {D<lh% 19C0) 

Examine the statement that the demand for money depends 
upon the interest rate and the level of national income. 

{Poona 1959) 

Examine critically the full implications of the statement that 
the rate of interest depends pnmarily on the decision about the 
form in which wealth shall he held {Delhx 1958} 

What is the contribution of Keynes to the theory of interest ? 
How, according^ to the Keynesian theory, does the rate of interest 
affect income > (/ ^ ‘"f. 1955) 

Ans Acoordmx to tliH theor\ mtinut i« not a rewnnl for 
“«ni(inp ' or from coifnunptioii ai thr rlneura! icliool 

drfiiicd it, hut "« reward for imrtmj' with liqinditj for n Bjirrified 
penoil ' or for not hoariim;; fnlcrcst is not onlv paid for money 
ihc po 8 «cs 9 ion of inonej luila our disquietude and interest is the 
jirico which lins to he inul to th© lomler to nfftct the diuqiuctud© 
ilisolved in parting with tho liquidity 

Tlie rate of interest acconling to Keynes IS determined by tho 
Biipply of ini ney on the on© hand an<l the demand for money or the 
‘‘liquidity prefirciHO" on th© ©tin r Th© supply of money is fixed 
hy tho hanking system and lannot ho ultend by tho pubho and 
thereri.>fe. at any point of tim© »i may he taken to }>o gii cn and 
constant The real determinant of ih© rat© of interest h tlicii tho 
liquidity preference 

Uutwhat 19 precisely meant by the jdirnso Iiqiiidil\ preference? 
In plain sen^o, it nuans tho diinnnd tor money f<»r using it for 
those jnirposes whiih money jieiforins in tho oeonomio ayslcinciy, 
sen ing ns the unit of accoiint and inedmiii of (Xiliaiigc In tho 
technical sense, the concept of hqiudity jirtfcreiie© unpins tho 
prefirenco of tho peopU t«> hold wcnltli m tho form of liquid cash 
to other illiquid forms fiko bonds, se< unties, hills of oxchimge, land, 
g Id, capital pquiinuent etc This demand for holding money in the 
form of liquid cash should bo clearly distinguished fiom tho demand 
for income Income is a means to satisfy wants and smro Ijnninji 
wants arc unlimited the demand fm incomo is infinite Hut tho 
demand fi r money 19 limited'-it }s not aluais wise to hoh! iiholc (if 
income or wealth 111 the form of liquid cash For, the holding of 
money iniofios on rht onohandacosC — tho interest fo«t, tiinf is, 
tho interest income that could be earned by lending it to others 
The holding of money , on the other hand, lulls our disquietude 
Every indi\ idual strikes a balance between tho gam and loss and 
decidis how much ofhis wealth he would hold m the form of liquid 
cash and how much m other illiquid firms 

Put why do piopl(» prefer to hold liquid cash to other format 
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What IS tho explanation of the phenomenon of liquidity preference ? 
Here Keynes gives us the psychological motives which induce 
people to demand money or hold “idle cash balances ” People 
demand Iiquiil cash on account of the three fundamental motives 
namely, the "transaction, motive' the "precautionary niotire’ and 
the “speciihtire motive 

The transaction motive refers to the desire of tho people to hold 
wealth in the form of liquid cash in order to conduct smoothly tho 
day to day transactions or as Keynes has put it "to bridge the 
interval between the receipt of income and its disbursement ^ Tho 
average amount that a person keeps for transaction purposes 
depends upon the size of bis income, the length of the interval 
of the receipt of the income and tlie method followed in regard to 
payments The precautionary motive represents tho desire to hold 
cash balances in order to bo able to meet any unforeseen conting 
encies in futiiie like illness, unemployment etc without any dilh 
culty The amount of money required for satisfying this motne 
will differ uidely with individuals and business firms according to 
tLolc\clof income the stale of social sccunt}, the nature of 
business, access to the credit market and so on 

The speculatiic motive refers to the desire to hold money in 
order to make a capital gain It is possible for people to make 
capital gains by borrowing money when tho rate of interest is low 
and lending it later to people when tho rate of interest rises 
Alternativelt the speculators can secure profits by purchasing bonds 
when their prices arc Ion (» e the rate of interest is high) and selling 
them nhon their prices an high (i e the rate of interest is ion] 

The transaction and precantionarj demands ftr money are 
mainly 'a resultant of the general netmtv of the economic 
system and of the lead of money me >mo * Tlio first two types of 
demand for money are fairly stable md ronstant over a short 
period of time as the levels of income and employment are not 
subject to significant I bsngcs over the short period The spccu 
htive demand < n the i tlierhand belongs to an entirely separate 
category It i« highly icsponsivc to changes m the rate of interest 
If there is a change m the rate of interest, the cause is to 
be sought in the changes in llie speculative demand 
rather tiiRii in the changes in the transaction and precautionary 
dcmnmlK us tl ey aie more or leas atubic That la uliy Keynes 
settles dov 11 upon the spe* nlative demand f r money o# the real and 
ultimate determinant of the rate of lutereat. This typo of demand 
arises on account of the uneertaintv regarding the future rale of 
nnlTt'si' ri\e speruiltA rx Auilf nnoi orr Aasis oi^ fileir inalviubai’ 
expectations about the future rate of interest but no one knows 

1 Kejnes— op ci( p 19a 

2 Kejnes — oj etC p 190 



DETERJflVATIOy OF BATH OF IVTErEST 41 

for certiim what exactly ths rite would be It la this “uncertainly 
as to the future course of the rate of interest which is the the sole 
intelligible explunation of this type of liquidity preference ” 

Let Sfi be the total quantity of money held b} people for the 
transaction and precautionary purposes, y the level of in ome and 
L| the liquidity function corresponding to the transaction and pre 
^ cautionary demand for mone\ Then we have, 

M,=Li (jrl 

If Mj be quantitj of money held for speculative purposes, r 
the rate of mtere'st and Lj the liquidity function relating to the 
speculative demand, then we have 

M,=L. (r) 

If M be total supply of money, then the composite liquidity 
function can be written as 

or y) 

In the hquiditj function it is postulatefl b> Keynes that the 
demand for money is positively correlated with incoinc~an increaso 
in the lead of income implies ft rise in the demand for monea and 
tiree««a On the other hand it is negatively correlated with the 
rate of interest— a rise m the rate of interest reduces the demand 
for money or in other word«, an increase in the demand for money 
leads to n rise m the rate of interest and tire lei^o 

In Fig I, OM represents the supply of money which maybe 
taken to be given and ci nstont ond that is w hy the supply of money 
curve IS QM is a vertical straight Imc The LPiq curao represents 
the demand schedule of money at a level of income y, It is 
downward sloping shuwinc tho negative correlation between the 
interest rate of and the demand for money The rate of interest 
fj is determined at the point P, where the supply of money is 
exactly equal to the demand for money >,ow, if the liquidity 
preference schedule rues to LPy^ on account of an increase in 
income to j/, the rate of interest would rise from t/j to y, 
Similarh, if the supply of money increases, the liquidity preference 
schedule remaining unaltered, the rate of interest would fall 

How does a change in the rate of interest affect the levels of 
income and omploymentT 

Tho rate of interest affects the ieiei} of incomo and employ 
ment through changes in the volume of investment A fall in the 
rate of interest, for instance, raises the level of investment until 
the marginal efficiency of capital equals the reduced rate of 
interest An increase in investnient through the multiplier leads 
to a multiple increase in income and employment 

I — op Of ] 20| 
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POINTS TO REMEMBER 

1 Aczordimj to the Keynuxan liquidity pTtfertnct theory of 
interest the rate of interest ts determtaed by the demand for idle 
balances in conjunction with the tupjiy of money 

2 The liquidity preference or demand psychological tnohtes 
namely, tne transaction, precautionary and epeeulaltce motnes The 
first tuo are more or l>ss stable a-id it u the speculative motive which 
ts the real and ultimate determinant of the rate of interest 

SELECT READINGS 

1 KPMieii Oentral Tkeorv ai 13 

2 KuriJara Introdueltonto Kstpie'"'’'’ D mamte*, Ch 4 

3 Hanvn Guide 1o Aemss Ch 6 

4 Dillard £eonom>e» of J At Ktynet Ch 8 (pp 164 180^ 

Q 11 Do you Affce with Keyoet cnticitm of Claiiical 
Theory of loterett ? How far » M> own reformulatioo an 
improvement upon the latter ^ {Gujarat 19S9) 

Do you agree with the view that the Keynetian theory of 
intereit like the claisleal, it indeterminate ? {Calcutta 19S7] 

Ant In a nuttilicll the claseicAl theory of interest is that 
“interest is a reward for ' waiting ’ (or saving and abstaining from 
the present c< nsumption) and the rate of interest like the price of 
a commodity is determined by the aupply of and demand for 
capital 

Tijc demand fer capital depends upon the marginal product 
ivity of capital which in torn depends upon the amount of 
investment, the amount of investment being determined at the 
point where the marginal prodnctivity of capital is equal to the 
rate of interest On the supply side, the supply of capital de 
pends upon the rate of interest, higher the rate of interest greater 
would Lethe propensity to save and larger would be the supply 
(if capital In the classical theory the rate of interest is viewed 
as the ‘ equilibrating mechanism ' which equates the supply and 
demand f( r savings If at any time, the demand for capital falls, 
the rate of interest is supposed to fall and lessen the supply of 
capital to correspond to the reduced demand for capital If, on 
the other hand, savings increase more than investment, the rate 
of interest is supposed to Tall until savings and investment are 
equal again 

In the diagrammatic terminology, S, Sj represents the supply 



KEV'JESTAK TIIEORY OF INTEREST 


43 


function of savings it ja upward aloping showing that more is 
saved at a higher rate of 
interest and uco lerta IiUi 
represents the demand curve 
of investment which IS down 
ward sfoping showing that 
the demand for capital 
' increases with a fall in the 
rate of interest and itceieMO 
The market rate of interest 
Tf 13 determined at the point 
P, where I,Di and S,Sj in 
tersect If the demand for 
capita] falls ns elioivn by the 
shift of IjD, downward to 
IjDj, the rate of interest 
would fall from r, to r* 

The Srst attack of Kejnes on the classical theory is that 
interest is not a reward for saving is the classicnl school defines 
it For one can get interest for lending monej which he has not 
saved hut inherited from the forefathers On tlio other hand, 
“if a man hoards his savings m rash, he earns no interest though 
ho saves ]ust as much as wfnre ' According to Keanes, interest 
IS not the reward for alstainiiif. from consumption but for 
“parting with liquiditv 

Tiic really damaging Kevncsian criticism of (ho classical 
theory, liowever, is that in the classical scheme the rate of 
interest is in fact ‘indeterminate * According to Kejnes, the 
investment schedule and the savings schedule are not independent 
BS IB supposed by the classical economists but Ace_£un£lionall y 
intcrdenendent— and one cannot change without altering the other ^ 
in the dia^am, when investment schedule fails from lil3, to IjDj.i 
the jiicotoe will fall and this would lead to a reduction of 
saMngs since ns Kejnes points out sayings are a function 
not only of the rate of interest but also of the level of 
inc omt But the aboie diagram does not contain enough datai 
to tell us by how much tbo siMUgs would fall Thus as we 
are not m i position to draw the savings schedule corresponding 
to the reduced inicstmcnt schedule !,!>, the rate of interest is 
, indeterminate The classicists committed this serious mistake by 
ruling out fluctuations in income and asauming instead a constant 
level of income corresponding to full employment 

The classical view that the rate of interest is the “equilibra- 
ting factor’ between savings and investment (that increa«ed 

1 JM Kejnes — G<n<rpl Theory of FtnpJotjmtnl Intereil and Mont i 

p tC* 

2 Ke\no' — op el p 181— IS" 
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f avinjrs by redi cing the rate of interest leads to a corresponding 
increase in investment) has also been challenged by Keynes As he 
has pot it, “The rate of interest is not the price which brings 
into equilibrium the demand for resources to invest with the 
readiness to abstain from present consumption It is the price 
which equilibrates the desire to hold wealth in the form of cash 
with the available quantity of cash 

Indeed, Keynes does not deny the influence of the rate of 
interest upon savings and investment He is prone to accept 
the view that an increase m the volume of savings will reduce the 
rate of interest and a reduced rate of interest will tend to increase 
investment But as he nghtly points out, the efiFect is not so 
certain The increased savings and the consequent fall m the 
rate of interest need not stimulate investment if the prospective 
s leld on capital w depressed Very often a diminution in the 
propensitv to consume depresses the marginal efficiency of capital 
and thus has an adverse effect on investment Keynes is also 
willing toaccejtthe new that more wiU be saved at a higher 
rate of interest than at a lower rate out of a gxver tneome But 
as gocn aa changes in income are brought into the picture, savings 
seem to be interest inlastic A nse m the rate of interest will 
actually lead to a decrease in the amount of savings For when 
the rate cf interest nsea, investment fails and a fall m investment 
rarscB a decline m income and out of a smaller income less will 
be saved The fall in savings will be jast equal to the fall in invest* ' 
roent since the two were equal before income fell and must Iw 
equal after the fall m income Thus according to Keynes, it is 
the income and not the rate of interest which ensures the equili 
hrium of savings and investment Hence the oft quoted state- 
ment of Keynes “Savings and investment are the determinates 
< f the system, not the determinants ' * 

Another serious flaw lo the clai»icsl theory of interest is that 
the clareici'ts took into consideration only the two functiona 
namely, unit of account and medium of exchange and completelvi 
Ignored the functicn of money as a store of value or what Keynesl 
calls "a link between the present and the future ' This was 
quite natural for the classical economists who accepted Say’s Law 
of Sfatkets and were concerned with the Jong penod static 
equilibnum. 

All these differences between the classical school and Keynes 
arise on account of the fact that while the classical theory h 
based upon the impliiit assumption of full employment and a 
given level of income corresponding to it, Keynes makes room for 


Kcj nes— op eti , p 16" 
Kevn"s op etI f> 183 
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changes m the levels of income and employment As a writer his 
put it The difference between the traditional theory of mferest 
and Keynes monetary theory of intercatis a fundamental aspect 
of the difference between the economics of full employment and 
the economics of less than foil employment ' 

Keynes by rejecting the classical theorj on the grounds noted 
^ above has advanced an alternative formulation of the theorj of 
interest called the Liquidity Preferenct. Theory of Interest 
According to this theory interest is apijment made for parting 
with liquidity or for not hoarding and is a purely monetary 
phenomenon The rate of interest is determined m the market 
by the supply of money on the one band and the demand for 
money or liquid cash on the other 

Sfoney m the form of liquid cash is demande 1 bv jcople for 
many reasons In the first place people want to hold some money 
for carrying out diy to day transactions Keynes calls this the 
' transaction demand for money Secondly the people aUo keep 
some surplus cash as a measure of precaution to meet unforeseen 
contingencies like unemployment illness etc Keynes describes 
this as the precautionary demand for money Thirdly there is 
the ‘speculative demand for money — the people hoi 1 money 
•with the object of securing profit from knowing better than the 
market what the future will bring forth The speculators borrow 
money when the rate of interest is low and lend money when 
the rote of interest rises or purchase bonds when the bond prices 
fall This motive arises on account of the u icertainty regarding 
the future rate of interest As Keynes has put it uncertainty 
as to the future course of the rale of interest is the sole mtelli 
gible explanation of thia typo of liquirbty [ reference * TJie 
transaction demand and the precautionary demind f r money 
depend primarily upon the level of income and only remotely 
upon the rate of interest The speculative demand for monev is 
however highly interest elastic and Keynes attaches great signi 
ficance to this as the determinant of the rate of interest 

If be the quantity of cash held by people for the trans 
action and precautionary purposes y the level of income and Lj 
the liquidity function corresponding to tlie transaction and 
precautionary demands for money, then we have 

If Ml be the quantity of cash held for speculative purposes 
r the rate of interest and Lj the liquidity preference function 
relating to the speculative demand for money , then w e have 

M,=L, (r) 

1 D Hard — Samom cao/J >[ Kemn 

2 Keji c»— op f ii p 201 
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If AI be the total quantity of money in, circulation then the 
composite liquidity function can be represented as 

M— Mj+l^=L,(yJ-j-L2(r) 
or M=L (r y) 

In Fig 2 the quantity of money m circulation i < , the supply 
of money la represented by OM Thu can be regarded as given and 
constant at anj pont of 
time as money cannot be 
created by the public and 
for this reason the supply ^ 
of money curve QM is a lu 
vertical straight line show ^ 
mg that the quantity of I* 
money in circulation is 
absolutely inelastic m 
response to changes m the 
rate of interest LPy, 
represents the demand f r 
money r liquidity pre 
fereneo of the public and 
IS downward sloping show 
mg that the demand for 0 ^ 

money increases with a Qi/^NTITy OF MONEY 

fall in the rate of interest F g 2 

and tics lersa As the demand for money also depends upon the 
Uvel of income a houidity preference curve represents the demand 
for money corresponding to a given level of income 

y, and the quantity of money m 
mrculation OM the rate of interest ns determined at the pLt 
K where the supply of money equals the demand for money If 
?r. now rises to L>P«y. on account of 

a rue in the level of income to y, the rate of interest rises to r* 

♦Ilf. Keynesian thwry of interest is an improvement over 
mnnev r i"/**** b/ introducing the dynamic role of 

^1 present and the future and the 

hnw^X J ‘J<^">and for money Keynes emphasizes 

levTls Sn ^ ^ '‘"f expectations exert a significant influence on the 
cllS Ll r " employment through the rate of interest ^ The 
Sfoi .f abstracting from the 

S . non n ♦ represented interest 

as a non monetary phenomenon ^ 

Hansen bas aptly shown the Keynesian theory 
suffers from the same fundamental flaw as the classical theory 
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Tho Kejne«<ian theory liVe the classical theor 3 is also ‘‘indeter 
minate ’ ^ To understand this let os revert to Fig 2 In Fig 2, 
according to KejTies when the liquidity preference curve rises to 
L*r*y*, the rate of interest wooldalso rise to r‘ But as Hansen 
contends the change in the rale of interest cannot be independent 
of the level of incotne. M hen the rate of interest rises, investment 
will fall off as the level of investment is dependent upon the 
‘rate of interest A fall in the level of investment would bring 
down the level of income and a reduction m income implies a 
decline in liquidity preference bo that the rate of interest w ould 
fall but we do not know bj how much it would fall 

POINTS TO BEMEMBEK 

1, Thifvwdamtntal Ktyataxan cnltct^m oj the classical theory 
IS that the savings Junction cannot change independently of the in 
vestmenl Junction Since the ciassteal theory does not provide Jor the 
change in income, it ii xndetermtnitle 

S The Keynestan theory ts also indeterminate beeaute the 
Iiguidify prejerence /unctian connot change independently oj the in 
resimenl/unclion 


SELECT READINGS 

1 Kevnes Qensrat Theory Ch U 
S Hansen Ouidt to Keynes Ch 6 Ch 7 pp 14(^14] 

3 DilUrd The EeoncmiesoJ Reynet Ch t (pp 164 ISO 189 103) 

Q 12 To what extent is it correct to say that the rate of 
interest is a highly psychological phenomenon ‘ Explain, in 
the light of your answer, why short terns rales tend to fluctuate 
more than long-term rates of interest [Delhi 1959) 

"In Keynesian theory the rate of interest is what it is be- 
cause it is expected to become other than it is if it is not expect- 
ed to become other than it is, there is nothing left to tell us why 
it is, what it is "" Discuss. (Bombay 1957) 

Ans .\cionlingto Kejncs, the rate of interest is ‘a highly 
psjchological phenomenon * ami plajs a significant role in the 
liuctu-itions of income and employment in a capitalist sjstem 

Kej-nes' Liquidity Preference Theory of interest stales that 
tbn Oita of infccest is. dat.ecinMMid h-j Nba •s.i; vjava’j *iW 

one hand and the demand for money on the other xts the supplj 
of money IS gnen at nnj point of tune (it is determined bj the 
banking system and cannot be created by the public) the rate of 
interest is determmed bj’ tbo liquidity preference or the preference 
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of the pwhlic to hold 'nealthm the foiro of hqiiid cash toilhqiiid 
assets like bonds, securities etc 

^^h•^tlS the explanation of the phenomenon of liquidity 
preference * Why do people demand ready cash m preference 
to income yielding bonds, Beearities etc ? Hero Keynes gives us 
the three broad motives for holding money namely, transaction 
motive, precautionary motive and the speculative motive 

The transaction motive refers to the desire to hold wealth m 
the form of liquid cash in order to carry on smot thly the day to 
day transactions or aa Keynes has put it, ‘ to bridge the interval 
between tho receipt of income and its disbursement • The pre 
cautionary motn o refera to the desire to hold cash m order to be 
aide to meet any unforeseen contingencies in future like illness, 
iincmplojment etc without any difficulty The speculative motive 
is bv far the meat significant one and Keynes regards this as 
tho ultimate determinant of interest Tho speculative demand for 
money means the desire to hold money in order to make a capital 
gam It is possible for people to make capital gams bypurchas 
mg bonds when their pnccs areIow(»« when the rate of interest 
IS high) and selling tlicm when their prices ore high (» s when tho 
rate of interest is low) 

Now the transaction and tho precautionary demands for 
money are mainly a resultant of the general activity of the econo 
roio system and of the level of money income’* Theso demands 
are rather insensitive to changes in the rate of interest The speeu 
lative demand for money, however, belongs to an cntirel} separate 
category It is irrcsi onsive to changes in the levels of income and 
coipio}mcut and IS highly interest elastic The changes in the 
levels of income and employment are however, insignificant over 
a short periodiftime Ifthercisa change in the rate of interest, 
the cause IS to be sought in tho speculative demand rather than m 
the transaction and jrecaufionary demands for money That is 
why Keynes emphasizes this as the ultimate determinant of the 
rate of interest 

This speculative demand for money is a highly psychological 
factor The speculators hold money ‘with the object of securing 
profit from knowing better than wliat the future will bring forth ' * 
This IS because of a special kind of uncertainty which surrounds 
the rate of interest If the speculator expects the rate of interest 
to fall m future (or the bond prices to nsc) he will give up cash 
and purchase bonds instead If his expectation materialises » e if 
the rato of interest actually falls, he will be able to reap a capital 
gain But no one knows for certain what the future rate of inte 

1 Keynes — op cit , p IDS 

2 Keynes — op ett p 190 

3 Key ICS — op cil £ I 0 
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rest would actually be It is this **iMiccrtamty as to the future 
course of the rale of interest which is the sole intelligible 
explanation of this tj-pe of liquidity preference ' * 

As nobody cm be certain about the future rate of interest, 
everyone forms lua own estimate on the basis of his individual 
expectations The individuals who think that the current rate is 
above the “safe' or the “conventional rate of interest and is likely 
to come down in future n ill purchase bonds m the hope of selling 
them at higher prices later In the terminology of the stock 
exchange market these individuals are called “bulk ’ On the other 
hand, these speculators who expect that the rate of interest will 
ri«e in future sell out securities and acquire liquid cash These 
individuals are called “bears ' The market strikes a balance bet 
ween the two opposite categonea of expectations The balance 
of expectations about the future rate of interest mfluences the 
actual rate of interest Thus there are complex psychological 
influences working upon the rate of interest and that is why Keynes 
describes the rate of interest as “a highly psychological phenonje 
non '■ It IS also clear wliy Prof Robertson states that m the 
Keynesian theory “the rate of interest is what it is because it is not 
rxpecte<l tobecctno other than what it is ifit is not expected to 
become ether than what It IS, there IS nothing left to tell us why it 
^ IS > In other words, m the ultimate analysis, the rate of interest IS 
lu fact determined by the expectations of the public rcgaiding the 
future rate of luterest £ 

In what sense can it be said that the rate of interest ptimariJS 
depends upon the decisions about the form m which wenlth li^/ 
held! The answer is obvious The speculative demand is nothing 
but the desire to hold wealth in the nlternitive forms of 
wealth eg, liquid ca«h, bonds, securities, bilU of exchange 
etc If the rate of interest is high, the cost of liquidity 
is large and pecpie would reduce their holdings of wealth in 
the form of money If the rate of interest is low, the cost of liquidity 
is small and therefore, people shift from other forms of assets to 
money These actions react upon the rate of interest through the 
demand for money function Similarly, if people expect the rate 
of interest to fall, they would give up liquid cash and purchase 
bonds The rise in the demand for bonds would rai'C the bond 
price which would ultimately affect the rate of interest 

' The short term rate of interest is subject to greater fluctua 
' tions than the long terra rate of interest This is because of the 
‘A fact that over the short period, the speculative demand for money , 

“ as we have seen, changes very widely. But over a long penod of 
“ time the expectations of conlraij nature cancel themselves out 


1 Kenw*— op cif , p 201 

2 D H Robcrt«r.n-Mr Kexne^ and (ke Pate of Interest in RmI n-jo 

ttllf TI’orjnflHCv < VittrtiuinH. ^ 



50 


MONET, ESIPtOrMENT AM) n.CcrtrATfOJ.3 

leaving yerj little inflnence opon the rate of intemt TTat 
why the long term rate of Mjterwt m relatirelj stable * 

I’OlNTb TO IttMUlBi,!. 

J The ratr of tnteTtHt$ “« hiyhly p-ttfchoJojical phtnommit 
because (he speeuiattce demand for money ichch ij lit vltmaii 
determinant of tntereet i« a psychological factor 

2 The sp^cvlatiie demand determine* »» irJol jerm 
tteallh tsheld, Ike rale of enterest depends upon the iecistmahiM 
the forms xn uAteft utalth •« held 

3 As the epecuhltce rfewand/or mojKj/ cftaiige* moretioWji 
in l7ie «Aorl period, tie short term rale of intere^l Jlucliiahi to « 
greater extent than the long term rate of interest 

'tLLlCT KfcAI>INC!» 

) Ke>7iea Oenerat Theory. Cl) KV 
2 Kutihera IniroJuetton to Ktyntnan Dynamta, H 
^ ftoterteen Mr Keynes and tbe Rsls of iBiemt is tbi Eid'y 
in tht Theory of Ineome DtslribuUon JAmerjesB Ectmoiwe Kwocutiffl) 

4 Lcrncr, A I' AtiernaUre /'ormutolion* of the Thnrft/ JiUnS 
•) t{artj*(e<J) Aew Eeononxe* 


Q 13. Wbat i« the cxpIanaliDn of relatively Iw nw ^ 
intereit in underdeveloped eountriea even thoBjb »bcI 
suffer from shortage of capital ? iParjth 

In an underdeveloped country capital is i 

marginal efficiency of capital is low I 

Am Tlie term “umknleveloped" country 
Ifliigiiago toa bickward or poor country with a low 
rnpitu real income An underdeveloped 
ihatmet and peculiar cbaracteriaticB In the first place, fs* 

\ eloped rountn is pr«loiDinant!j agncuUural 
tiir liO 70®o of employment and national jacome 
15 in the advanced industrial countries , 

i'.S A , bOMit Uu*is.ia, Germany etc Secondly, the 
((•liiitr^ M orerpopulatcrl in the sense that the pop'^ 
targe rehittvelj tothevolnme of natural resources so . 
oftnpitnl Tlnrdlj, the stock of capital is jtL. 

«>f ImesiHient iv too low The rate of investment m 


l 1 >4 kl lAiU Au<vertoQueitiou No S 



RATES OF INTFRLST IN DNDKR DENtLOTED ECONOMIES 


51 


developed country varies between 3 6% as compared to 
16 18% m -the advanced mduatrial countries' India Cejion, 
Malaja, Indonesia and most of the African countries exhibit these 
common characteristics and can be described ns under developed 
countries 

It IS a strange paradox that m spite of the scarcitj of capital 
the rates of interest in underdeveloped countries are rolativelv 
low The supply of capital depends upon the volume of domestic 
savjngi. which IS limited on account of the low level of real income 
The level of real income is low because of low productivity which 
18 due to the limited supply end use of capital This is the so called 
“vicious circle of poverty * 

The reason why in spite of the scarcity of capital the rate of 
interest is relatively low m an underdeveloped economy can be 
explained with the help of the classical theory of interest The 
Keynesian theory of interest is largely inapplicable to under 
developed countries because the assumptions underljing the 
Kojncsinn theory do not obtain m underdeveloped economics 
In the first place Keynes assumes a highly monetised economy 
where all the transactions take place through the medium of nionej 
In an underdeveloped economy, on the oth^r hand we find a vast 
non monetised sector where changes in the rate of interest do not 
have any influence upon the nature and level of economic activity 
at all Secondly, Kevnes presupposes the existence of a highly 
del eloped organisation of money market w ith sub markets special 
ised m different types of monetarj transactions like bills of ox 
change, bonds, securities etc In such a market the liquidity prefer 
cnco or demand for money is highly responsive to changes in the 
rate of interest In particular, the speculative demand for money 
is highl} interest clastic and exerts a predominant influence upon 
the rate of interest In an underdeveloped country, on the other 
hand, a developed money market is conspicuous by its absence 
The specialised sub markets like the bill market bond market etc 
arc of limited signiflcancc The speculative demand for monev is for 
these reasons of limited magnitude and cannot be regarded as the 
ultimate determinant of the rate of interest as the Keynesian liquid 
itj preference theory purports to show 

rejecting therefore, the KciTicsnn thcorj ns m in 
appropriate tool for an analysis of the problems of money and 
interest nan underdeveloped country wt can turn to the classical 
tiicorj 

According to the classical theory of interest, aS wekiiow, the 
rate of interest is determined by two forces namely, the supply of 


1 Mr- r and DalJw n— iTrtmointe /lepflepmenl p 304 
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capital and the demand for capital. The fundamental explanation 
of the low rate of interest m an onderdereJoped economy lies in 
that although the supply of capital is limited the demand for 
capital IS also limited correspondingly The demand for capital for 
purposes of insestment la small on account of the fact that the 
inducement to invest is weak or as Keynes would put it, the 
marginal efficiency of capital la low. The inducement to invest 
IS weak onaccQunt of, aa Prof Kurkse has explained’^ the limited 
size of the market for goods and services m the underdeveloped 
countrj' The basic determinant of the size of market is the level 
of productivity and real income As the level of real income of the 
majority of the population is extremely low, the volume of aggre- 
gate demand is not sufficient to warrant mass scale production with 
the help of capital-intensive techniques of production 

It 18 not difficult to find illustrations of the way in which the 
small size of the market can discourage, or even prohibit the profit- 
able application of capital in improved techniques of production. 
In place of the hand made shoes if an entrepreneur introduces shoes 
of finer quality produced with relatively much more expensive 
materials and techniques, the limited demand on account of the 
poverty of the masses would land the entrepreneur into huge leases. 
To take another illustration, the private capitalists may be pre- 
pared and even willing to make large scale investments in the 
production of cars and television seta in India, but as very few people 
at the present stage of economic development would be able to 
afford the enjoyment of these luxuries, the willingness to invest 
cannot materialise Manv articles of common use in advanced 
industrial countries like the UK and U S A can be sold in the 
underdeveloped lountries id quantities so limited that the plant 
working onlj a few weeks or even days can produce enough fora 
whole tears consumplion. This means the plant would have to 
stand idle for the rest of the year Prof Nurkse quotes the instance 
that in Chile a modern rolling mill which is a standard equipment 
in any induntnai country can produce m course of three hours a 
sufficient supply of a certain type of iron product to last the 
country for one jear In some cases the plants which were installed 
in some hatin American eountrjes by the foreign entrepreneurs were 
ultimately witlidrawn, because it was found that the local market 
was too ftmall to warrant their operation. Under such circumstances, 
the limited demand fen* capital for investment nullifies to some 
extent the effect of the scarcity of capital and the rate of interest 
remains at a relatively low level 

This IS another factor which works against large scale inrest- 
mcnto/ciqnCiri’nTsrir <niuknikvviUp«f «annrc^' ITiltf omikruWmbptof 
country is characterised by the existence of a large volume ofun- 
emplovment and consequently labour is relatively much cheaper 
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than capital For this reason, it is found to be much more profit- 
able to make a greater use of cheap labour than scarce capital 
The result is that the demand for capital remains at a low ebb 

The pace of investment is also held up in iinderdevelopecl 
eountnes because of the absence of the bo called external economies 
like clectncitj, water suppl}, mcansof transport and communica- 
tions, roads, banking and financial institutions trained labour 
tic These amenities arc essential for inv<«tment in anj tjpe of 
industrial production and without these basic facilities prnate 
investment cannot be expected to come forth An entrepreneur 
willing to set up a cloth factory would be unable to do so, if he 
cannot be sure of getting regular 8uppl3 of power or if the means 
of transportation and communication are too undeveloped to use 
them for sending his production to the market Thus the absence 
of these facilities which are so ebara teristic of the underdeveloped 
conntrj also limits the pice of investment 

POINTS TO RFMEMBFR 

1 The apparently ttrange phenomenon of the telaluely loit 
rales of interest in the underdeteloped eountnes in spite of tie 
thararteristic scarcity of capital can be explained by referrtny to 
the classical theory of interest 

2 The Keynesian theory of inteieet is of limited opphcahihUi 
inthc underdeveloped economy because of {%) tleexistenrc of a last 
non monetised sector {n) the absence of a deteloped money »iar/rf 
(ill} the limited signjicanee of the so called ^peenhtne demand fni 
money 

3 According to the classical theory, tie tale of inteieet is 
determinedly tie supply of capital and demand for capital It is 
true that the supply of capital ts limited but tie late of interest is not 
high because the demand for capital for imeetmentis correspondingli/ 
loic The explanation of the low Utel of demand for capital 
lies in that (a) the real income of (he majonly of the population is 
loir and therefore, the sol time of aayregale demand for goods and sendees 
IS limited, {b) the relatiie abundance and cheapness of labour dts 
courages large scale capital smestment, {c) the absence of the basic 
cmenities for industrial production seriously I ampers priiale iniest 
ment 

J Tie net result is flat Or Ion demand for enj ilal neutralises 
la some extent If e potential effect of Oe scarcity of capital on the 
rate of interest in fl e vn leidetelopcd countrie 

''HFCT Rl-iDINCs 

1 Nuiks^ Problems f f Capittil Poruol SI t * tin terJerefopsil Oqu itnss, 

Ch I 

2 Ms r and U«t Itt n Frop»oni>e Oriy/o^m^nl pp 303 310 

S Ks\ns4 Oeneral Thsorj Chs \III \I\ 
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Q. 14 Wbat ii tfae difference taetween tlie "loanable fandt** 
tbeoryandtbe "liquidity preference'* theory of loterett ? Can 
you reconcile the two ? 

Gimpare and contraet the loanable funds theory of interest 
and liquidity preference theory Discuss the view of Hicks that 
the dispute between the upholders of the two theories is a "sham 
dispute' p {Caleulla 1950) 

Ant TIic theory of intereat like most other theories in econo* 
lOics has undergone an evolution and has been the subject of contro 
versy, discusaion and criticism Broadly speaking, there are two 
alternative approaches to the theory of interest namely, real and 
num^lary The Waiting or Abstinence theory, the Aiio or Austrian 
theorj.thc Classical supply and demand theory are well known 
instances of the renl approach to the theory of interest According 
to the monetary approach formulatol by writers like Kc3Ties, 
Lcmer, Hansen and .Somers interest ts a purely monetary pheno 
menon and it loses its distinctive characteristics in a non monetary 
economj In the monetary approach there arc two alternative 
thcones namely the Liquidity Preference Theory and the 
Loanable Funds Theory which, although of quite recent origin 
base been the subject of a long and acute controversy 
Befemng to this, Hicks has observed in his Value and Capital 
that the controversy has been rather baseless— “a sham dispute " 
Although the two theories are apparently divergent, yet they are the 
same in substance 

Before giving B verdict as to whether the differences between 
the two thee ries are real or imaginary, and whirh of the two is 
preferable, it is essential to review the theories first 

The liquidity preference theory states that the rate of interest 
IS the reward for parting with liquid purchasing power, viz, money. 
People want to have money for meeting day to day requirements 
(traasactionary demand), for meeting the emergencies (precautionary 
demandj and for using that money in the speculation of securities 
(speculative demand) Naturally, the first two sources of demand 
dejiend very much upon the income and the standard of living of 
the people and are not very sensitive to changes in interest rates, 
while the spci'niatiic demand for money really stems from variation 
m rate cf interest For with changing rate of interest, there arises 
a poggibility of earning out of possible changes m the capital value 
of the assets Thus investment u very sensitive to the ihanges 
in the rate of interest and we can accordingly have a liquidity 
preference schedule showing tlie demand for money at different rates 
of mtereat and corresponding supply of money ^\here the two 
schedules intersect, the rate of interest ts determined for the time 
l>eing The supply of money, however may or may not be influ 
diced by the changes m the rate of interest as how much money to 
supply iH the decision which the monetary authorities make 
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Butin the case of loanable funds theory, a sin g le clear cut 
statement 13 not available Whether loanable fundstlieory really 
amounli t'o’the same thing as the liquidity preference theorj or not, 
therefore, depends upon how we dehne the loanable funds and in 
what context the whole thing is set However, in a general way, 
we sa\ that according to loanable funds theory, the interest rite is 
determined by the supplj And demand for loanable funds As Ler j 
ner puts it, we can have ordinary savings and investment schedules 
shov ing the values of the variables at different rates of interest ' 
and also the schedules showing “hoarding and the supply of new 
money Thus the supnlv of “credit** or funds available for lending 
would be shown bj the savings of the people plus the additions to 
the monej supply during that period, while the demand for loans 
would be the demand for 
investment plus the demand 
for hoarding roonej here 
the two combine<l sche 
dules balance, the rate of 
interest is determineil It 
can be illustrated geometn 
callv also 

S and I are the ordi 
nary savings and investment 
schedules corresponding to 
different rates of interest 
L IS the curve showing the 
demand for hoardings at 
different rates (L curve 
is slojung do« nu ards shoo 
ing that the hoanhng at 
higher rateof interest would 
he less because it costs more 
to hoard) bimMI cur>e shows the additional supplies of monea 
Adding the curves S and "M, and I and L, we get the interest rate 
PjB 

Here L curve shows positive values for all the rates of interest 
and M 13 a a ertical straight line , it would make no difference to the 
basic arguments if M changes its shape or L has also some negative 
values 

It may be seen that the hoarding IS equal to savings — lending 

plus borrowing minus investment, in sarobols hoarding=& — l~i-b 1 

But'8avings=miome consumption so that lioarding=i / — c I 

+6 — (c+f-A-I) Thus hoanling is the net change m the 
amount ot m ine\ held (because Y-i-6=total receipts and €+1-1-1 = 
total money outlays) and since hoarding or dishoanling tabes place 
onh when there is a chan ge m_the rate of interest, no hoarding I 
(or dishoarding) will taCepS^ if the rate of interest remains cons-/ 
tant for a snfficicnth long period Thus within the system envisaged* 
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by the loanable funds theory, while aavings and inrestment depend 
upon tho level of interest “hoarding ' depends upon the changes 
in the rate ot interest 

In the liquiility preferen e theory we have seen that the specu 
lative demand for tnonej^ depends e^entially upon the expect- 
ations of changes in the rate of interest and now we hare seen that 
hoarding also depends, in a similar way, upon the changes in the rate 
of interest If, therefore, the two theories are to say practically tho 
same thing, tho loanable funds theory should bo converted into ono 
m which savings and investment curves have nothing important to 
say This attempt was made by Lerner Ho says that since invest 
ment and savings are alwaj 3 equal, thereforo the investment and 
savings curves coincide and accordingly the rate of interest wo get 
by tho intersection of S+M and L-fl cuncs will be 
tho same as that obtained by the intersection of L and hi curves 
But such an approach lias the defect of leaving t he level of incom e 

i out of account Ihe loanable funds theory, oven by recognising 
the cquniiiy of savings and investment cannot be stated to have 
become identical with the liquidity preference theorj because the 
loanable funds theory runs i n <*f Hows of arhl itiona l m oney 

and the demand f< r hoarding which naturally should (in addition to 
interest) be a function o/ tho /»« »/ of »no fiini» also 

Hicks tried to show that the liquidity prcferincc and loanable 
funds thet nos are the same b> making use of his gmeral equilibrium 
anal} sis Interest is di terinmed, like all other prices simultaneously 
with all the other unknown values m the economic e}stcm Tho 
general oqtiilibrium svstem IS solved with the help of simultaneous 
pquationa and therefore in tho system we can have one equation 
showing demand and supply of money and another showing tho do 
mend and siipph < f loanable funds Mathematically, one equation 
follows from all the others pot together, and therefore li wo elimi 
■into mono} equation, we get the loanable funds theory and if 
we eliminate the loanable funds equation wc get the liquidity pre 
ference theory Tlius tr> him it is only a sham dispute between 
themonetnrj theorists 

Altlif u„h there IS hardJj nm ground for the dispute between 
the ad\ I calcs of tiie Liqm lily Preference theory and the Loanable 
Funds thei ry and both the theories ultimately Icod to the same result 
there are detinite grounds <n which one theory is preferable to the 
other The liquidity preference theory runs in terms of stocks i« 
supply of money in the short run and its demand m the short run 


r clfijor part oi 'it's letorffmaml' Since in <le\cl&pcu'countrias ttie acoclJ 
nf seciritias is t ery great as compared with the transactionary aud precaution 
nrl demand for mnnev, [nr nil practical purpnana transactionnry and 
I re>'autionan demand for mnne\ can be leglocted while consider ng Ihs 
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varying with the cTpcctitinna of future interest rates The loan 
able funds theory is csscntiallj one of flows • e , so much supph of 
loninlAe funds ond so much demand for loanable fund* per period 
of tunc Mam theorists feel that the stock approach is better as 
far ns the rate of interest pees Well, on this account it mav not 
be 80 But no can certainlj show that the liqiiiditt preference 
(hoorr IS preferable on certain other pr< u« Is Tlie 'iqiiidifv preference 
fheori dnnsourntteijtion tolhcinotivcsfcrthe demand for monc> 
and the clnnpca that take plaee there loanable funds tlicors is 
weak in this respect Liqmditj preference thcora is a part of a 
pcncrnl dvtcrminatc sjstcm as put forth h\ Kejnea while the loan 
able funds theora has dexeloped in the context of partial cqiiiJi 
bnum nnahsis and can therofere, be a square peg m a round Iiolo 
of a general determinate svatem 

In the case of loanable funds Ihcors savings and investment 
sehcdulcs depend upon tho lc\cl of mtcfslratc and hoarding respond 
to changes in tlio interest rate But since saaings and imestmcnt 
must nlwaja bo equal wlintevcr tlio rate of interist and the leicl of 
ineomo, tlio relationship between the saamps and imestmcnt 
and intercat rate becomes meanmplcfs It will be oln jous from tbo 
attempt made bj I^crncr to reeoiieile the two theories Since sai 
ingsnnd jmestment arc always equal, the same result regarding 
the rate of interest can bo obtameil from L ond M curves and it is 
therefore, superfluous to talk « r the role of sasingR and imestmcnt 
in the deteriuimtion of the rate ol interest On the other hand, 
if we eliminate tlie saxitigs and imestmcnt schedule from our 
consulerntun, wo are faced with niiotlier dilTirults Suppose all 
the saiifigs aft lent out and all birrowiiigs arc imosted atul no 
investment lakes placo by any dishoarding, so tliat hoarding ami 
dishoarding arc both zero, then the loanable funds theory reduces 
to the statement that the rate of interest is determined b% tho 
demand f^r and siippU of sasmgs — the classical theor\ of interest 
—while we Iiase seen above that saaiiigs and imestmcnt schedules 
can bo left out while cciiisideriiig tho determination of the rate of 
interest In liquidity preference theory , there is on t raji because 
there savings are supposed to be interest inelastic and the funds 
forimestmcnt arc goicrned by the money supply Sa\ ings equate 
themsches to investment tin changes m income and the rate of 
mtercat gets ultimateU detirmmetl by the supply of and demand 
for money In the Kcvnesian statero we hate the liquidity pre 
forcHce, the nmrgitul cdl lency ot capital, the marginal propensity 
to comunip and ibp nil n y euppli at the Mh/mste deternimmCs of 
tbo ccunom c s\ stem and out of these tho liquidity prehrcnce and 
money stipph dttcrmme the rate of interest Tlicrr is no ambi 
guity or coiitradiition imoUed ond, therefore, wo can eafth siy 
that it H better to ndlurv t iKcjtieaiati liquidity preference theory 
rather than be lost in the wood of loanable funds tlicort 
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POINTS TO BEMPMBER 

1 There have heen *reaV Uuones of xnleresl and monetary 
theories of irteresi 

2 The dishrtetion betueen moruy and loanable funds 

3 11 hie the liquidity preferente theory has a single compact 
formulation the loanable funds theory waters because of differences in 
the definitions of loanable funds 

4 Briefly in the liquidity prefetence theory, supply of money 
IS determxnedhy the rnonelary autkomUes uhile the demand for money 
comes from liyuidiiy pteftmce of the people which ts due to the 
imnsactionary,pTetauUfifiary and speculative notnes The specu 
latite inotne IS the most important of these and very sensitive to 
changes tn the rate of interest 

5 The supply of loanable funds comes from the sattnga of the 
pe.ople plus the additions to money supply tn a gnen period and the 
demand for loanable funds comes from the inve tors and those uho 
wanitohoardthefunds Theeomhned curves of the tuo sides gne 
us the rate cf xnUresl 

C Lerntr atUmyl* to say Ifcat the tico tfteortei are the same by 
j3otnt»n£f out that since sattn{rs eguat intestment tie can e^rntnate (Ats 
constant quantity from the total supply and demand schedules of (Ae 
loanable funds arid still get the same result te the remit that inter 
section of L and JU curves would gtie 

7 Hicks tries to resolve the dispute by making use of his general 
equilibrium analysts 

8 Bui Uteks fails to bring out the role of the rate of interest in 
the uhote mechanism of the economy 

9 The loanable funds theory has the defect that since savings 
equal tniestrrent it is superfluous to include these in the demand and 
supply of Joans Bui if ue exclude them and if i» actual practice, de 
inafuJ for and supply of loans coincide with the savings and inveslment, 
uhere doc the theory stand ^ 

JO The liquidity preference theory has no such trap because 
here the eatings are income elastic and not inters t elastic and the 
interest is determined by liquidity preference and money supply, two of 
the four ultimate deietminants (t*-* , liquidity preference, money supply, 
marginal jyropensity to eonsumt and mar^naJ e^ciency of capital) 
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Q 15 Do you ayree wUb the view expressed by Dr Roosa 
that under modern conditions even small changes in official money 
rales can exert such a surprisingly strong influence on business 
conditions because of their effect not so much upon either borrow- 
ers or the savers of money but upon the lenders of money which 
has been already saved in the past * [Poona 1960) 

In what manner do changes in the rate of interest react on 
the level of income in a community * (Punjab 19o9) 

Discuss the economic effects of a cheap money and easy 
credit policy for a country on (a) production, (b) employment and 
(c) foreign trade (Aqra 195S) 

Am. A cheap mone\ poliej {an increase in the ouantiti of 
money or a lowering of the rate of interest ilirecth) affects the 
levels of real income, emplownent anti foreign trade through the 
throe Keynesian /unctions name!}, the liquidity function the 
investment function and the consumption function ' 

An increase m the quantity of money loners the rate of 
interest , the Iiquiditj function determines l>} hoir much tho rate of 
interest ncu’d be lonerctl The fall in the rate of interest through 
the investment function, leads to an increase in the scale of 
investment, given tho marginal effieienej of capita) The incresga 
m investment tia the consumption function and multiplier brings 
about an increase m output or real income Thus a cheap moncj 
policy has, ‘other things remaining the same , a favourable 
effeet upon production But the phrase ‘other filings remaining 
the same' conceals a number of limitations of this pohe\ which 
should bo clearlj borne in mind The ultimate result of the 
action and interaction of the variables cannot be claimed to be so 
certain In the first place it maj not alnajs be easi for tho 
ventral bank to lower the rate of interest bj a mere expansion in 
the quantity of money The increase in the quantiti of money may 
be oifset by a corresponding increase in the liquiditj preference as 
It mi) happen ‘when a great feeling of uncerlaintj and the anti 
cipalion of price reductions increase the attractiveness ofhqmditj * 
Even if it were possible to loner the rate of interest initmll}, bevond 
a certain limit It would be almost impossible for the central bank 
to influcnre it “After the rite of interest has fillen to a certain 
level, liquiditj preference maj become rirtualh absolute in the 
sense that almost oerjone prefers cash to holding a debt which 

Secondly, a fall m the nteof interest does not necessarih 
impU on iiirnase m tho level of imestinent Iftbe fall in the rate 
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of interest IS accompanied ty a fall in tbe marginal effitiency of 
capital due to economic or political reasons, the level of investment 
may not increase Similarly, hov aignificant tbe influence of the fall 
in the rate of interest would be on investment depends upon what 
position the intereBt cost occupies m the total eost structure of the 
output If the interest cost forms an insignificant part of the 
total cost, the increase in investment would be negligible or ml 

Thirdly, the efficacy of the cheap money policy m raising the 
level ot real income depends upon the smooth operation of the 
multiplier process. The maltipbe*' is based upon the assumptions 
(a) the presence of involuntary unemployment and the elastic 
supply of labour at the current money wage, 0^) the fexistenco of 
excess capacity in the capital equipment * If involuntary un 
employment is absent or in other words, thefO is full employment 
in the Keynesian sense the labourers by definition would react 
to rise in prices by raising money wages In such a situation, a 
cheap money policy would lead to a vicious wage price spiral 
without significantly increasing production Similarly, if sufficient 
excess capacity in capital equipment is absent or if there are 
cigiditiea in. supply of caw matenaU.a cheap money policy by 
raising the prices of the factors of production would generate a 
cost mfiation To put it in a different way, m such a situation 
an increase in the quantity of money would merely increase the 
money income without raising correspondingly the real income of 
the community * 

^ hat would be the impact of a fall in the rate of interest on 
the letel of employment ! The effect on employment depends upon 
the movement of inveelnient as employment IS functionally related 
to investment If the marginal efficiency of capital is favourably 
affected and the supply of productive resources is sufficiently 
elastic employment would continue to increase until full employ- 
ment has been reached But there u a force which may pull 
employment m the reverse direction If the fall in the rate of 
interest is very significant and is expected to eontuiue fora 
sufficiently long time, the fall m the rale of interest 
md the consequent cheapening of capital may induce 
entrepreneurs to substitute the capital intensive technique of 
production in jlace of the labour intensive ones This tendency 
will become especially prominent as the full employment is reached 
and the money wages start nsing How significant this substitution 
effect would be or would be operative at all of course depends 
upon how large interest cost is in the total cost of production 

1 AK Datgupls — XeyitesMti Fconomic* and UntIerde\elope4 
Country in V B Singh (ed )—A Sj/mpostim on Keyntiton Economic* 

“ ^ tC R V Rao^liwestiASTvt Incoma end the Multiplier in an XTndef 

det eloped Economy in Agarviataand Singh (ed* )—l conomte* o/ Underdevelop 
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The cheap monoj’ policy affects the foreign trade of the 
country through its influence upon the price level. So long ns 
there arc uncmplojcd hbour and unutilised resources, the fall m 
the rate of interest would increase output niul cmplojment rather 
than prices. But as full craployment tcmls to bo reached prices 
would rise sharply on account of diminishing returns and the 
increased bargaining strength of the workers * 

A rise m prices would have a two fold influence on foreign 
trade. In the first place, on account of the rise in the cost of 
production of the exports, the exports of the country would fall 
off. Secondly, tho increased money incomes would rai«e the 
propensity to import and thus imports would increase. The net 
resuit would he an adverse baianco of trade. 

On tho other hand, the fall in the rate of interest would 
discourage the inflow of foreign capital and tho domestic capital 
would tend to flow out whero it can obtain a relatively higher ruto 
of interest. 


I’OlKTs TO ULMCMbCU 


1 A chfop monftj policy affrefs the of real in'ome, emp- 
hymtnt and foictgn Iradt, through th( thref utdfpftiihnt fuMtiono 
namely, liquidity /iincii'on, function at d iht consumpUon 

funetion. 


2. 4 cheap vionei; poltctf uonld increase prculiiction to 
long as there are tiaemployrd labour and unutilised productive 
resources 

3 If meeslmeni reads faeourablg iothc cAenp money policy, 

tmp!o<jmc}it vouhl increase vniilfuU employment i » reached ' 

4 4 cheap money policy hp ramwy (he export prices Uvuld 
generate an adterJc balance of irarfe. 
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1 Kc>Tie» OeneeoJ Tftfory, Cb. XXI. 

2 P.Hard TAc rcorwmw* p/y a/ A*<yn<», Ch. Vnifpp. 18’ 180). 

* . ^ y « Tohej and th«Thoory of Inlcro^t tn Prod, 
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Q 16 “Defint fianncing can inol>ilue Yesources (or ectmotnlc 
development ” Critically evaluate this statement. 

{Suggested Queslton) 


Ans. In the nestem countries the expression “ileCcit 
financi/ig” is understood in the sense of the operation of meeting 
the excess of public expenditure over current revenue But in 
India it has been the convention to use the term in the sense that 
the government meets its budget deficit through the sale of 
eetunties to the central bant or by drawing down its cash balances 
or bj issuing fresli currency This is the definition of deficit 
financing which was adopted by the Planning Commission in the 
First Five Year Plan According to this definition the receipts 
from the sale of securities to the public are placed in the budget 
under ^‘capital receipts and are not shown as forming a part of 
the deficit Thus genuine savings are clearly distinguished from 
the deficit This special connotation attached to deficit financing 
in out country springs from an anxiety to separate that part of the 
deficit which impinges directly upon the aggregate money supply,^ 

Deficit financing is a concept of comparatively recent origin 
The Classical economists who believed m Say s Law of Markets 
ruled out the necessity of resorting to deficit financing for the 
promotion of income and employment As the econosiio system 
according to them was self adjusting in chsracter, given sufficient 
time and the free play of competitive forces, a situation of 
unemployment would automatically coirect itself through fall m 
woges 

The crisis of lO'Kls, however, dealt a severe blow to the 
Clacsical optimism Ihere was an unprecedented slump in the 
level of economic activity and the phenomenon of involuntary 
unemployment assumed large dimensions in capitalist world 

J M Keynes came out with his General Theory of Employ- 
ment, Interest and Money in which he advanced the thesis that 
unemployment of involuntary character la not due to wage rigidity 
but deficiency of effective demand And in order to increase the 
level of effective demand, consumption or investment or both 
should be increa''ed This can be achieved effectively through the 
compensatory public expenditure and the creation of the budget 
deficit An increment of deficit financing leads to a multiple 
increase in income through the multiplier process 

The Keynesian principle of deficit financing became imme- 
diately popular in America and England and even now deficit 


1 Dasgwpta A K — Deficit Fiaaaeing and Iiiflation, Eeonomic Weekly, 
AunusI IDijl 
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Bpcnclmg 10 u«ed m America and the Enropean countries as a major 
imlrument of policy m times of unemployment and depression 

The ii<e of deficit financing as an instrument ot raobtUaiDg 
resource-! for economic development 18 of still more recent origin 
The very fact that there la a largo volume of surplus labour m the 
underdeveloped economy indicates the role of deficit financing m 
generating income and productive capacity Almost all the under 
developed countries of the world which Lave in recent times 
resorted to planning for economic development hare been using 
deficit financing as an instrument of financing planned economic 
development 

The case for deficit financing aa a device of financing economu. 
development m tho underdeveloped countries rests upon tho 
weakness of the weapons of taxation and public borrowing 

The eflicucj of the weapon of taxation in an underdeveloped 
economy is severely restricted on account of the existence of a vast 
non monetised sector Secondly, as the standard of living of the 
majority of population is eTtremoly low, the imposition of a heavy 
rate of taxation is undesirable for both economic and political 
reasons Thirdly, a heavy tax system tends to discourage risk and 
enterprise so scarce and so essential for economic growth in the 
underdeveloped countrj 

The usefulness of the method of public borrowing is likewise 
limited on account of the low capacity to save Whatever savings 
arc tnado are mostlj hoarded in the form of idle easli balances, gold, 
ornaments an! jewtllcr> * Tho 6 coi»e of birrowing is further 
narrowed down by the absence of a well organised monev market 
which 18 essential for the success of a borrowing scheme The deficit 
financing on tho other hand immediately makes available to tlie 
government enough of resources which can be utilised for product 
ive investment 


The iDstruracnt of deficit financing has, however, certain 
serious limitations m the underdeveloped economy and if earned on 
too far it can jeopardize tho whole economic foundation 


Thesuccessof the weapon of deficit financing depends upon 
the smooth operation of tho multiplier mechanism The multiplier 
13 based upon tho fundamental assumptions that there is enough of 
excess capacity in tho capital equipment and there is involuntary 

unemployment which implies the scope for a cut in wages * But m 


1 Unitod N«tio«*-J/Mvi4r€/ •/ /conomic Dtnlopnenl of the I 
devtloped Coimfrie* p 37 j •/» i 

IT ' -Investment Incom® and tlo Alulln her i 

UndenJevcJopedLcononj./Wani-iwo tcJoarnil iebiuarj 13 j. 
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a typical underdeveloped country charat tensed as it is by scarcity 
of capital the excess capacitym capital equipment IS limited if not 
non-existent This means that when through deficit financing, the 
supply of money is increased it immediately becomes disposable 
income and generates demand for goods particularly consumption 
goods But on account of the lack of excess capacity in capital 
equipment scarcity of took and implements, output cannot be 
immediately increased The increased demand thus outstrips 
supply and generates inflationary pressure The absence of in 
voluntary unemplojmcnt reinforces the inflationary pressure The 
type of unemployment which is characteristic of the under- 
developed country is "disguised unemployment ’ and not invoJun 
tary unemployment. Under conditions of involuntary unemploy- 
ment, the labourers being under a money illusion are prepared to 
accept a cut in real wages consequent upon a rise m the prices of 
consumption goods But in the underdeveloped country the level 
of real wages even in the urban sector, not to talk of the rural 
sector, IS about the mimmum necessniy for physics] existence so that 
whenever the real wages fall on accouut of the rise in the prices of 
consumption gf dels the money wages tend to be raised through 
strikes, demonstrations etc ^he rise m wages raises the industrial 
coats and thus a vicious spiral of inflation begins 

Some economists have, however, eoggested in recent times the 
use of deficit financing for (he deliberate generation of inflation A 
mid degree of inflation can accelerate the pace of economic growth 
in the underdeveloped country by promoting capital formation As 
the prices of consumable goods nee the wages and salanes tend to 
lag behind on account of the natural inertia of the ‘ contract 
incomes to move in respense to changing prices The consequent 
fall m real wages increases profits winch has a two fold eifect on 
capital formation In the first place the increase in profits has a 
stimulating effect upon the incentive to mvest becondly, the 
share of profits increases relatively to that of wages and salaries 
whi'h implies in effect a redistribution of income in favour of the 
class whose marginal propensity to save is higher than that of the 
wage and salary earning class * 

A great importance has been given to deficit financing m the 
Indian Fi>e lear Plans Dunng the First Five Year Plan the 
amount of deficit financing stipulated was of a modest order of 
Es 290 crores This was to be provided for by drawing upon the 
sterling balances The actual amount of deficit financing however, 
exceeded the estimated amount It amounted to Es 148 crores 
during the first three years of the plan, to Es 93 crores in the 
fourth year and to about Es J80 crores in the last year of the first 
plan period Thus the total amount of deficit financing during the 

1 Pofldar A K, — Inflation and Economic Growth, A ICC Economte 
lifvuvr, 6lh March 1901 
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first phn period rnme to ibout Rs 4J0 crorcs and this calculated 
in terms of percentage of the tojal plan outlay of Rs 1,9G0 crores 
comes to ab >ut 20°^ Althnugl? this amount of deficit financing 
was higlur thin the original plan estimate it did not ha%c an'^ 
adverse cITcct upon the cronoma In fact, the general pneo level 
at the end of tbe plan pcriwl was lower ba 13°o ^8 compared to 
KITO 51 

Fnconra^cd bj the favourable e\pcricnco during the First 
Fnc \ car Plan, the Phtmmg Cuminission formulated (ho Second 
live Year Plan under the optimistic impression that tho Indian 
economy could absorb deficit Gnanimg of a much greater magnitude 
withfut naiting adversely upon tho price level Thus in tho 
Second pliii, more ambitious than the First, a conspicuousl} signi- 
ficant ilniewna accorded to deficit financing The second plan 
] rov idcd for deficit financing to the tunc of Rs 1200 crores 

As soon ns the first few doses of deficit financing were injected 
into tho bodv ccinomic tho weal nesses of tho economic system 
1 ccame npj'nnnt This was rcflectcil in the inflationarj rise if 
jirires The inilcv if wholesale prices wliuh stood nt 02 5 in 
lO"') 50 ( 1040 U'O) rose to 105 3 m 1957 In 1057 5S tho indc\ 
ri 'C furthir to lOS 4, indicating on ini tease of ncailj Tho 

mill \ f r 105s 50 recorded a further ri e of moii, than 4''o »nd 
st id at 112 0 Tho cost of living index nUo shot up fi >m 10> m 
1050 to 111 111 10')7 and 110 in lO'iS 

\\ ith pnccs at n high level at jircsciit and with tho growing 
pressures for mere ises m vt igcs and sal irits to compcnsito for thu 
rise in cost of living there is not miuh kojic fir further deficit 
financing Hitherto, the inllationarv cIToits of deficit finuiciiig 
hale been partly neiiCrahsed 113 n draft on the sterling bilaiiccs 
'1 he sterling balances in a vvny served 03 a cushion to absorb tho 
iiillationarv pressures of deficit financing These sterling balances 
have now been rwluccil to a negligible amount Tlie scope of 
financing tiio Third Pivc \tnr Plan l)> the michaiiism of deficit 
financing is, therefore, viiv imiili limitial 

roiMs> ro uiMLjiULi. 

1 7he i(nn "dtficii finanrtnq ’ »k the ]hiiii senfc of 

the lerm.lhejinnncinff of fhr i1rjtnlhudj>t thromjh Dip errnhon of mu 
money 

2 r/ic cn«e /or dr/icif yfnoHCiM7 in «n vnderticieJojied eeonomtt 

hey tn thm the tux nrenue ti hJh! teltf eiHtnIl eetul Me for jiMia 

borrofnny 1 1 litntUd 

5 The theorf/ of defat financing has certain etnoux hmitaliona 
tn the un^lerdetehped ecanamv On eKCountof the ali^enee uf exersj 
e ipirdy in the rnpilnl e I npni nt anl the ahtetiy rf diUed hlnn. 
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tools and implements, deficit Jinanetnff leads to an increase in price 
level rather than an increase tn tmtpa^or real income. 

4, During the First Plan period m spite of deficit financing there 
lias no significant infiationary pressure due to (a) unusually good 
hanesls, (b) reserves of sterling balances and (c) flow of adequate 
foreign capital 

SFLECT READINGS 

1 Daagupta, A K Deficit FiDancing and Inflation, Economic Weekly, 
Annual 19S7 

2 Rao V K R V Inveatnent, Tneoma and the Multiplier m an 
Underdeveloped Economy, Indian £eonomie Beitsw, February 1952 

3 Planning Commiaaion Second and Third Five Year Flans 

4 Gopal M II Inflation and the Five Vear Plane Commerce, 6th 
January, lOOl 


Q 17. Dlicuti the technique, objectives and Umitationi of 
dciidt financing {Karnatak 19G0) 

What it defiat fioaocang ^ Under what conditions, and to 
what extent, it it justifiable ? (Allahabad 1959) 

Are you In favour of retorting to deficit financing to promote 
ecenomie development m India ? What limit would you set to 
itt size ? (Karnatak 1958) 

Explain what is meant hy deficit financing. In what circom* 
stances would you justify deficit financing ? (Funjah 1957) 

Under what arcumstances and upto what extent is it Justifi< 
able for the State to indulge in defint financing ? 

Ant Deficit financing which wan once looked upon with great 
horror by the orthodox school of economists has now made an 
entry into the discussions of the most respectable of learned circles 
There are still some die hard believers in the virtue of a balanced 
budget who question the wisdom of resorting to deficit financing 
as a means to promote the economic development of the country, 
m spite of the fact that deficit financing has already been employed 
to finance some of the development schemes under our First and 
Second Five Year Plans As against a planned provision of deficit 
financing in the First Flan of Rs 290 crores, the actual came to 
Rs 420 crores By the end of the Second Plan, the extent of 
deficit financing was expected to be of the order of Rs 1 175 crores 
iChe Jhjcfl-Plan.envis^es jleficit_fijiannjg» .t/> .the .t«iv» -Re -S-IO 
crores 

i or purposes of application to our country, deficit financing 
IS no longer a matter of mere theoretic or academic importance 
since the deductive reasoning m the realm of theory would hare 
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stood tlio teat of practical consequences u Inch have already been 
brought mto existence as a result of deficit financing during 
the First and the Second PJan^ It is tlcar that the concept of 
deficit financing refers to expenditure over and above tho receipts 
during a giv en period of time Thus defined, deficit financing could 
be practised by the state as well as private persons who spend 
during a certain period more than the income of that period The 
excels of revenues to mitigato extra expenditure could be found 
cither by drawing upon the balances of the past, or by expansion 
of bank credit or by the creation of paper currency when tho 
state desires to practise deficit financing Deficit financing refers 
to the financing of programmes of expenditure out of created 
monej Tho choice of a particular method of deficit financing 
Would have its own peculiar economic consequences and mtho 
context of a developing backward economj tho »nodii« opcrandi 
of defiiit financing would bo as important as the magnitude of the 
deficit financing 

Tho issues that come up m tlie context of a developing 
backward economy are mainly three— (») Is it desirable to resort 
to deficit financing in order to provide tho most mgeiit sinews for 
growth! (it) ill case, it bo regarded de«irable what is tho safe 
extent to which deficit financing couhl be carried f (iii) what 
are tho helpful and tho harmful consequences of deficit financing 
in a country like ours and what arc the wn^s and means which 
Would help us m employing deficit fin meing witlioiit its usual evil 
consequences ! 

It II a fart which hardl> needs aii> emphasis that a develop- 
ing backward economy is badl> in neetl of funds to invest in a 
variety of fit Ids on n large scale so as to initiate the processor 
the ‘takeoff Tho investment has to bo big enough to give a 
ceiero jolt to tho economy out of the vicious circle of under- 
development ith extremelj low per capita income, low capacity 
to save, tho masses of people aro practically incapable of providing 
ainthingbut a fraction of the revenues required for purposes of 
development For them tho question of tightening the bolts to 
reJea.'ie funds for investment doca not arise at all, in view of tho 
sub normal subsistence levels of living to which they have been 
condetnneil for centuries together Ihero are, of course, great 
inequalities of wealth and income incur country and the urban 
as will as tho rural gentry do indulge in a considerable amount of 
unnecessary conauwptwn which does not have any economic 
function to fulfil lo tho extent that the state makes bold to 
intfict a curtailment of such consumption by measures of taxation 
and propagation of tho ideals of austerity, more and more of 
resources w ould be released for purposes of investment and corres 
pontlinglj the need for deficit financing would automatically 
dimmish A thnfly race of people habituated to a life of puritanic 
austenty or to a htoh propen«itv to save in the economic jargon. 
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would have more of resources of investment In order to achieve 
a given speed of development, a given quantum of investment 
has to be undertaken wjtbin the time limitations and the Jjmitation 
of real physical resources The planners therefore, have to find 
the money from the bloc, if ntccssary The desirability or other 
wise of deficit financing is to be judged keeping in view the urgency 
of economic development If one could feel fairly certain that 
development could be effectively achieved with the help of deficit 
financing, one would feci inclined to approve of the maxim, that the 
end justifies the means, especially when the means thus employed 
are not expected to have any evil consequences of material 
importance If enough of savings could be induced and mobilised 
through the normal channels such as taxation and borrowings the 
need for deficif financing docs not arise at all Democratic govern 
ments do not have the necessary courage to inflict on the people 
unusually severe meajiurcs lest the party in power bo dislodged out 
of authority Since the facte are what they arc we have to see 
the likely conRequcnceo of deficit financing and examine the possi 
bilities of speeding up the growth of the economy, out of ertated 
money 

In a purely technical sense drawings upon the balances of 
the post and borrowings arc termed a part of the scheme of deficit 
financing If however, the problem be viewed primarily from the 
economic angle, weeeethat past balances and current debts are 
all likely to have created corresponding real savings — excepting 
tboso debts which are subscribed by the expansion of bank-credits 
For economic purposes, deficit financing should comprise of created 
money only— created cither by the banks which expand credit 
or by the government bv printing of legal tender currency Money 
that IS thus brought into existence has to perform its normal 
function of pursuing commoditica, unless it be hoarded partially, 
reducing the seicrity of the chase When deficit financing is 
undertaken, it is obviously meant for financing certain schemes 
of development such as the sinking of wells, construction of roads 
erection of buildings for schools, hospitals and offices, buying of 
machinery for the farm or factory within the country etc In 
every case, we find that there is a time gap between the pumping 
inof moneymto thehands at the people and the fructification of 
the schemes of development Tf the extra demand created out of 
created money be exactly matched by extra supply of the very 
goods which are demanded, there need be no fear of inflation As 
it IS, supplv usually la^e behind demand in such a situation in general 
terms as well as in terms of the adjustment of the demand for and 
the supply of specific commodities Normally, therefore, the 
immediate result of deficit ftnanemg is a nse m prices, especially 
of those coamoditiea which are purchased for development as well 
as those commodities which are purchased by tho newly employed, 
Tho greater the time-lag, the greater the inflationary potential 
Similarly, tbc greater tlie maladjustmciit of demand and sujiplj cf 
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specific commctlilies, tfie greiter would bo tLe n«c in prices For 
instnnc", deficit finnntin" could be resorted to for financing the 
producti n of cement and the newly emplojcd workers might 
demand more of fo< d In course of time, the increased production 
of cement noiild not solve the problem of food shortage This 
sort of situation was souebt to be countered in our country 
tl rough the hheraliaation of imports of consumer goods in the 
— course of the first plan Our sterling balances which made possible 
impcrts with ut exports of corresponding value, contributed a 
gfoddeal to the reduction of the inflationary potential In spite 
I f this facilitj there did onur a ri'-c in prices and inflation bids 
fair to continue unabated e\en to daj Ever since the commence 
ment of first plan the rupee has gone down in value by about 
“lO®,, Apart from deficit financing, there are other causes as well, 
'‘hichha\o been responsible f r the rise m prices It is, therefore 
difficult to is( late the consequences of deficit financing alone be 
cause cf the complexttv of the aitvttion It i«, hoiveier, fnirly 
certain that dcfuit Cmncing has been an important cause of the 
recent rise in prices 

Applied in a moderate way to specific selected Bcheroes where 
the time hg betiTcciuiivcstment and fructification is the mmimuio, 
deficit financing can bring about development without the dangers 
of an inflntunnrj potential A proper Imports and exports policy 
api roi riate to the ensunng of maintaining essential goods pnees On 
an even level, can also go a long way The imposition of controls on 
certain c mmoditics as a part of an integrated scheme of develop 
ment n<iikl also ensure deficit financing within the hmita of 
safitj What IS the safe limit depends actually on how deficit 
financing 18 used and hoiv it actually works in practice In our 
c untry, it seems «e 1 ave already crossed the limits of safe deficit 
financing, in view of the enormous rise in prices in recent times 
It would be go d to remember that deficit financing ought to bo 
the medicine of the cconomv and not its daily bread 

rOlNTs TO RFMrMBI P 

7 T?' proflcm oj firairn j a dejiat 

2 Ifenniny o/df/ici< /iijwwciay — a'l rxptvdilnre o/ n pfnofl 
orer and above the income of the period — expenditure of />orrownn^s 
from private inrfint/unfs and 6orrotriny* from the banLs or by pnnitnq 
of note f In the teonamic tense only created money tint is epent 
dur\ii>j a period could be calUd dejtett fiMvanq lint includes Uro 
Ihnge — a) expansion of currency ant {b) expansion of credit 

3 J ilely resiillJi — time lay letireen investment and frueiifica 
'tionof inrr.»fmr»i/j — rise in prices — in^cition because of too much of 
■ currency — maladjustment of fpeetfie demand and epcetfic supply 
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4, Counter acting meaittres •— 

Import and export polity — telethon of quick yielding echemea — 
impoaition of eaaenhal eontrcda etc 

5 Deficit financing ahovldlethe medicine and not the daily 

bread 
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Q. 18 . Doei deficit finAnciag inevitaMy lead to inflation io 
a developing economy ? { Venkateauara 1060) 

I^scuti the technique, obicctivei and limitationi of deficit 
financing (Kamatak 1060) 

Eiamine the propoeition that the government deficit gives 
a more or lees accurate meaeore of the inflationary impact of &cal 
operation* (eomlay 1060) 

Do you tbinlt deficit floancing under the second five year 
plan hat resulted in an inflationary situation in India ? Briefly 
outline a policy of financing economic development without 
inflation (Oujaml 1960) 

“Deficit financing it inflationary”. How far it this home out 
by recent experience in India ? [Madraa 1060) 

Discuit critically how far the methods of financing the last 
war were reipontible for the post war rise in prices in India 

[Calrulta 1958) 

Am. Deficit finaming nlludes to the financing of govern 
mental schemes of expenditure out of created money, because the 
size of expenditure for a given period is not fully covered by the 
total amount of revenue received The government might dnw 
upon the past savings or borrow from the central bank and m 
either case the excess of expenditure over receipts is called deficit 
financing In times of emergency like a war or m the context of 
urgent development schemes the government hopes to fulfil 

on a war footing, the public aothonties might decide to use (heir 
enrrenej powers to create legal tender for financing a plan of 
expenditure This is to be termed deficit financing 

■SH?ie’A5.v/!.VAvr/* ‘Aie VsnA ‘tvi 

and IS currently being employed in our countrj to finance the Five 
Year Plans During the second World tVar, India was involved 
on behalf of Britain and the then British Government in India which 
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was financing war supplies, purchased on behalf of Britain and her 
allies The question, however, was how to find the necessary re 
sources to finance purchases on an enormously large scale In fact, 
the paj ment was to be made by the Government of Britain and not 
of India The Bntidi Government, however, was paving sterling to 
the credit of India m the Bank of England and that is how, there 
accumulated uhat is known as sterling balances The Government 
of India issued currency on a large scale against the security of 
sterling balances and used this money for financing the require 
ments of the troops stationed m India The value of notes in 
circulation in the aear 19^8 39 was Rs 182 crores and at the close 
ofthewar, le intheaear 194546 it shot up to Ra \163crores 
Credit expansion for the same period rose frera Rs 116 crores 
m 1938 39 to Rs 301 crorcs in 1916 16 During the period of 
the Mar prices kept on rising and between the beginning of the 
war and tlie close of the w ar the general mde^ of prices rose by 
nearly ISO^'o ’ {Base 1939=100 1915 46=215J 

Because of the concomitant variation in the volume and value 
ofcjrrcnca and credit and the general level of prices both m the 
same direction the rise in prices is ascribed to deficit financing, on 
a casual relationship between the two and it is held that deficit 
financing leads to the generation of inflationary pressures in tho 
economj It « true that a great part of the rise in prices is directly 
ascribableto the consequences of deficit financing~too much of 
mone} pursuing too few of goods bringing about a rise m tlie prices 
of commodities Of a fall in the value of money The war time rise 
in prices could not how ever, be said to hare been caused solely 
due to deficit financing There are other circumstances contingent 
to a war which might bo responsible to a considerable extent for 
the rise in prices Even when the volume and %alue of currency 
remains the same, there might be felt a relati\e scarcity of goods 
when demand rises because of the activisation of idle resources 
During a war period when there is a large scale diversion of men 
and material from civilian productive purposes to the prosecution 
of a war, there is a natural fall in supplies and demand rises much 
faster than the supplies — in fact, demand rising and supply falling, 
there IS a strong tendency for the prices to rise because of forces 
o] crating on both the sides War disrupts international trade and 
when foreign supplies of capital and consumption goods are cut off 
as during tlie second war, the tendency for the prices to rise is 
remforcetl further Even the supplies from indigenous industries 
could not be continued on the pre war basis because of a shortage 
of raw material and capital equipment \\ ar gives ri«e to immense 
speculation and hoarding and disrupts the a^stem of transportation 
m the country leading to a maldistribution of goods in space and 
time and hence, causing a steep nse in prices The spirit of pro 
fiteering rules supreme and every manufacturer and trader looks 
furward to amassing a huge fortune out of the w ar, before it is too 
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late* There migtt be a crash and a debacle when the war comes 
to a close Therefore, everyone must make hay Avhile the sun 
shines The government tned to hold the prives m check by 
imposing controls on the essential commodities The market forces 
of demand and supply exploded the legal barriers, resulting in the 
coming into existence of thriving black markets 

l\e see, therefore, that the rise in prices in the post war years 
was due to deficit financing during the war, to a partial extent 
though this was by no means unimportant The other causes were 
ns important as deficit financing The war time rise in prices was 
earned forward because of unsatisfied pent up demand during the 
w’ar time and because of other post war developments which per 
petuated the w ar generated tendencies, further 

The end of the war in August, 1945, did not bring about an 
end of infiationary conditions Far from it, the general index of 
prices continued to nse Taking the base year 1939 as 100, the 
general index stood at 275 in I9s6 47, SOS in 1947 48 376 m 
1948 49, 410 in 1950 SI and reached the peak of 435 in 1051 52 
because of the outbreak of the Korean war id June 1950 The 
Indian currency was devalued in 1949 The Korean war which 
induced stock piling in many countries played a very important role 
in bringing about a rise m prices m the post war years With the 
endofthe Korean war relaxation of import controls and raising 
of the bank rate etc brought down the index from 462 in April 
1961 to 397 in March 1952 

The post Korean war rise in prices in our country has not 
been of a serious order On the whole the nse in prices between 
1952 and 1955 was less than 6% But because of the development 
investment of the first plan the general index again rose to 414 m 
the year 1956 57 A fall in production due to natural calamities the 
economic consequences of partition and the growing adversity of the 
balanceoftrade, all combined to forcinganse in pn es because cf 
a fall in indigenous supplies and the need for cutting down of 
imports As against a planned deficit of Hs 290 crores during the 
First Five \ear Plan the actual deficit bad been of the order of 
Rs 420 crores By the end of the Second Plan, the deficit in the 
government budget was expected to be of the order of Rs l.iO 
crorei The expansion in the volume and value of currency and 
c edit IS contmi ing unabated and hence there should be nothing 
Kurprii'ing if the prices continue to keep on rising 

Defi financing for development purposes need not in fact 
he as m'latio^rv as deficit financing to wage a war particularly 
iTihnruVif ix-n'j#a-inaii>riVtnnpibyeu'ArifiRftiwr.pjiLal yiwldiig’ =aakamse 
of deTe]opr».-^t hat actually brmgs about a rise in prices is the 
running of demand much ahead ot the supplies, because ofthe 
time lag betw^^en invcn^ment and the fructification of investment 
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The tcndenoicg fnr the prices to ri«e nn he heTd cfTectivelv in 
check by reducing the Eo»tition pend Financing the <lcvclop- 
rnent of email handi nfts and c naumirs g meU indintncs or 
financing the derol pment of agnc'dtiirc by uaa )f distribution of 
bettor seeds, implements nnd fertilisers < r small irngati n works 
etc would in all probability, not idd to the infivtioniry pressures 
In cases Buch as these thesipplv *fc mmoditics is likely to f dlow 
close on the heels if tho tre iti m of demand because fmere'f 
money in tho hands of the people There is lunever the possi 
bility of a discrepani y between the tyjie of demand and tlu tj po of 
siiiipJics resulting m the rise « f prn es <• f partirnl ir nominudif les 

On the basis of the expenenee of mana an ec noiny, w isdom 
would demand in appljing methods of defint financing with all 
caution and within certain linntalioiis ns required by the specific 
circumstances of a given economy Deficit financing would bo 
justified only under unavoidable circwmst inces nnd only when the 
adnatages to be derived from deficit financing far outweigh the 
disadvantages During a pen d of war, f r instance deficit fiinnc 
mg becomes ine\ liable due to the exigencies of a intioml cnlamity 
and therefore, despite the serious disturbances caused to tho 
economy by too much of money the nation Ins to mifrer deficit 
financing Defiut financing has to bo justified from the angle of 
the maximum social adi antage It is now recognised tint the tiso 
of deficit Fiaanctag as an joetrumeot to promote the oe</nomie de. 
velopment of a country is far more justifiid th in the financm,. of a 
war because the anti 6 cial consequences of rleficit fimnung i an ho 
undone m a short time, when the fruits of dec clojimcnt start llowing 
m the market Moreover, controlled deficit finaming could ho 
applied only to selected schemes which are expected to fructify 
within the shortest possible time A vigilant coccrnmcnt can su 
control the imports and exports, (he sapjily of I t-ic commodities 
in the internal markets, the prices of wage goods etc, as to mini 
miso tlio antisocial consequences of deficit financing It is, how • 
ever, only a medicine and not the daily bread 

P01>TS TO nCMCJIUER 

J Dejinittonof defiettf tnancinj — wsMnffy if re/ers to the Jinan- 
cintj of excess of expenditure oter current receipts of the goienimenl 
through created money 

2 Credit eijiansion to finance ta also partly deficit financtnp xjs 
the pTttale sector 

3 TheexiyerhCiespfauaranilheneedfor reiesives — accumu- 
lation k.f slerlinj tuilanees and the expansion of Indian currency on 
that Lasts 

4 The i anahons m the general index of prices during the tear. 
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5 Deftctl/tnancMig and other uar hme ctrcumlances, respon- 
able for a use *n prices 

6 The postuar rtse tnpncee — pent up demand, partition of 
the country, the Korean war, natural ealamtltes etc 

7 Deficit financing dunng the first and second plana 

8 Conelitaion 

Selected and limited defieitfinancing alone la advisable 
SELECT READINGS 

1 Bhargava R V The Theory and Working o] Union Finance in 
India Ch X (Allen and Unwin) 

2 Lakdawala, D T 2*<iiQ(um and the Plan Ch I 

Q 19 Compare the problems of Developmental Finance 
with these of War Finance How far it it poitible to use the 
methods of raUiog large sums for fighting a war to finance econo^ 
mic development 1 (Bombay 1957) 

Ant It 18 often said that economic development which 
necesaitatea mobilisation and investment of enonnons snms is a 
phenomenon which welt stands m companson with the feverish 
preparation for a war and the lightning quickness with which 
executive decisions are made b; the generis in charge of fighting 
the enemies For our purposes the point at issue is a comparison 
between the ways and means of financing a war and the methods 
of financing large scale economic development It is clear perse 
that both the situations make a heavy demand on men and tesoutcen 
on a scale unprecedented excepting m a comparable situation in the 
past There has to be a deflection of bbour and capital from their 
normal employment to satisfy civilian needs to the construction of 
war material in the rase of a war and to the fulfilment of develop 
ment targets when a country is planning for large scale economic 
development Short of conscription and commandeering of re 
sources the state has to pay the ruling market price for all the 
purchases of labour and equipment There is consequently an 
enormous increase in the budgets of the government The first 
point of comparison between war finance and development finance 
IS the enormous increase m the expenditure of the community as a 
whole belt on the governmental account or on private account 
ar IS solely a responsibility of the state and hence the increase in 
expenditure characterising the preparation for and the execution of 
a war is almost wholly on governmental account excepting for the 
multiplier effect arising out of additional employment and incomes 
Development expenditure need not» howeveCj be solely on the 
governmental account Far from it, a major part of expenditure 
for development is likely to be m the private sector under a 
democratic plan of development. Presuming that the government 
is required to initiate and sustain the process of economic develop 


PttTLorvrxTii. rf irir 


cent almost enti«lv on ifs own accotint becan*^ oftheI^cLof 
sileqnate private enterprise, tbe compan on between war ficanee 
and development finance wonld eome clo«cr still \Vhere the state 
IS whollv or mainlp p?vpoB<ible either for a war or for derelopnjent, 
the question that natnrallr tomes to our mind is why «houM the 
saaieaceney be not equallv pood or bad for a given purpo-e * If 
the government can suceessfullv finance the taeasurva for a war, 
whv not the measures for ceenomie development ! Th e relevant 
quevtiona that come to our rmnd in this eoaneotton are what are 
the normal means and methods of financing a war and to what 
extent are tlie«e methods planaihle of cmplovmcnt for financing the 
acheroes of ceonocic development * If the two sjtnationa be totally 
identical, every conceivable measure of financing a war could be 
used for financing the schemes of development Jn ca«e,thetwo 
situations differ m regard to certain aspect', there would be a dif 
fircnce in the means and methods of financing 

It 18 a fact well known that war imposes additional burden* 
of taxation on the belligerent coontnes and their alli«*s The 
burden of taxation is not oulv poshed to the limiu of taxable 
capacity but sometimes, people are forced to cut down their normal 
consumption in order to release resources for Snanring the war It 
can be argued by acalogv, that the same measures could be resorted 
to, even fer purpoacsaffiasnciagdevelopment planning Ile»ourcus 
have to be released from consumption in favour of investment 
There IS actually no reason why people should cot be prejvired to 
l>ear the burden of extra taxes 111 order to pronde the smews for 
development In fact, the same compulsion could be applied a* m 
a war There u lilelv, however, to be a basic difference in the 
approach to a war as dutingai-lied from the approach to the process 
of economic development Tlie heat tension and excitement 
generated bv a war along with the patriotic fervour when the 
countrv s honour is at stake would generate a passionate sense of 
responsibility in everv individual citizen and rouse him to sacnfice 
everything including hi» life in order to wm the war We could 
expect, therefore, a great leadinevs on the part of the community 
to accept volnntanlv the burden of additional taxation to pav for 
tbe war If the same passions could be rou«ed about economic 
development, people perhaps, would not mind bearing additional 
burden of taxation It is doubtful, however, whether a war 
pisvchosis could be roused about sebeme* of development, especiallv 
in the conditions of an under developed country where people are 
used to poverty for ages together and hence do not react to tlie 
schemes of development with the expected fermentation of feelings. 
Additional taxes may in fact provoke reactions unhelpful to 
development * e see, therefore, that the conipari'on between 
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mslanee m point. In spita of then leeeiptofw definite benefit by sray of water 
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war finance and dcTelopnient financo 19 useful within certain 
limitations Whereas a war is expected to continue for a short 
period and hence, the whole community is prepared psychologically 
for all possible exigencies, economic derelopment is likely to be a 
prolonged affair spread over decades One can hare a full sight of 
the warmth of victory in a war but the fruits of development may 
not accrue immediatclj to the community as a whcle Develop, 
ment by its very nature starts in strategic sectors and then 
gradually spreads to the economy in various comers The first to 
benefit by developn ent are those who find additional employment 
and new markets and this would be only a small part of the whole 
community The preparedness to bear the burden of extra taxes 
19 hence not likely to be universal, with the myopic vision of men m 
general. 

Governments resort to borrowing both from within and 
•without in order to finance a war Borrowing is unavoidable even 
for financing schemes of development Governments do float loans 
both in the country and abroad m order to raise resources for 
de\elopment A programme of borrowiug for financing develop 
ment is likely to be more successful than a programme for financing 
a war It is realised war loans are a deadweight on the community 
and a war devastated economy with ite totally broken machinery of 
production might not be able to provide to the government the 
necessary means f r repayment of debts and interest thereon 
Unscrupulous debtors might even repudiate war loans and some 
thcoreticnns might put the seal of approval on the repudiation 
of war debts Debts which are contracted in order to finance 
schemes of development do not stand in any jeopardy of the sort 
Debts create assets which yield a regular income, out of the proceeds 
of which payment of interest and repayment of principal could 
casili be made Haieing debt resources for financing schemes of 
dev cirpment appears to be easier than for financing a war, unless 
passion about a war works the contrary miracle 'Ihe government 
may have some hesitations in raisin^ money by loans to finance a 
war in view of the burden of repayment, but no such apprehensions 
need be there in the case of a plan of economic development The 
l< ans pay their own way, if they be properly utilised for productive 
purposes There is likely to be greater readiness on the part of 
external agencies to provide loans for financing schemes of develop 
lEcnt nther than financing o war This, however, would be falsified 
in the case of rival politii al ideologies, the allies of which are likely 
to receive all possible aid including large scale gifts, because of 
political reasons On purely economic considerations, war debts 
should be unyioyiular whereas development loans oujrbt to be 
popular 


for irrigation tbe peasants do not desire to bear the cost tVhoistobcsr the 
burden of financing schemes of development, if the actual beneficiaries refuse 
to bear additional taxes ? 
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The next comparison betwecD tiar finance and clerelopmcnt'kl 
finance is the recourse to deficit financing in either of the cases It 
IS noTT a matter of common nndcxstanding that go% ernments do add 
to currency circulation out of created mone} in order to finance a 
irar For financing selected schemes of development which would 
fructify within the shortest time deficit financing is advocated 
Deficit financing to pay for a war is bound to generate high 
inflationary pressures which cannot be counter acted bj increased 
supply of commodities, but for purposes of development It is 
possible to devise countervailing ‘safety valves in order to reduce 
the severity of too much of money pursuing too little of goi ds and 
services Deficit fimnemg for development is much safer than 
deficit financing for a u ar 

With all comparisons it seems destruction finance is basicallj 
different fiom construction finance A comparison betueen the 
two 18 instructive but also brings to light the fan that development 
finance should be easier if reason prevails ovier emotions Unfortu 
nately passions and emotions rule supreme during a war but recede 
to the background when one thinks of economic development 
How fine would it bo if development could rouse the same leelings 
as a war < 


POINTS TO REMEMBER 

1 Both war and dittlopmtvi neeesnta'e large scale expenditure 

2 hVaris solely a responsxbiUly of the goiernment uhereaa 
detehpmtnl te a responsibility nf the people as a uhole 

3 Where development proceeds on a centrally planned basis, 
there is no dt_£ference beiiceen the tuo 

4 How do governments raise tAeir recoitrces to finance a uar 
and how far can ice employ the same measures to finance deielop 
ment * 

5 The burden of additional taxation, loans, deficit financing 

6 Destruction finance and construction finance 

SELECT READILGS 

1 Ke3'nes, J M How Payjor Ihe Kar 

2 Lewis, W A Theory o/ Seonomic Groicth 

3 Agarwftla & Singh Economics aj Under divtlopment 

Q 20 Show how and to what extent monetary policy cac 
be used to promote economic development (Allahabad IVGO) 
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Critically examine the role and limitations of monetary 
[icy in a developing underdeveloped economy 

{Suggested Question) 


An$ The term “underdeveloped” country refers to a backward 
or poor country with a low level of per eaptta real income “under- 
equipped with capital in relation to its population and natural"" 
reBOUTces.’’^ 

Although the chronic backwardness of an underdeveloped 
country cannot be traced to any single factor, it is recognised at all 
hands that by far the most important factor holding up the pace of 
economic development m the underdeveloped country is the low 
rate of capital formation. The rate of capital formation in tlie 
underdeveloped countries like India, Ceylon, Malaya, Thailand. 
Indonesia etc , varies from 3 6% of the national income as compared 
to 16 18% m the advanced industrial countries like the U K., U.8 A 
etc * The meaning of capital formation le that “society does not 
apply whole of Its current productive activity to the needs and 
desires of immediate consumption, but directs a part of it to the 
making of capital goods In a sense, the rate of capital formation 
IS the same as what is meant by the rate of investment If the low 
rate of capital formation is the cause of underdevelopment, it 
logically follows that the remedy for poverty is to step up the rate of .. 
capital formation for wbicb it is essential that savings should bo 
increased Thu scope of monetary policy in the planned economic 
development of the underdevelops country has to be judged m 
this broad perspective To the extent monetary policy is capable 
of influencing savings and investment, it can contribute to economic 
development 

It should be noted at the very outset that the scope of mone- 
tary policy is extremely limited on account of certain structural 
characteristics of the underdeveloped country. In the flrst place, 
there is a vast non monetised sector where the changes in the 
quantity of money or rate of interest do not have any influence 
upon the nature and level of economic activity. Secondly, the 
proportion of credit to money in the monetised sector is very low. 
Nearly 70% of money in circulation is currency and only 25 30% is 
credit This seriously limits the role of monetary pobey. Thirdly, . 
the monetary policy presupposes the existence of a “developed ' 
money market which is conspicuous by its absence in the under- 
developed country In the underdeveloped country we usually 
come across “undeveloped” money markets 


1 Kurkae — Problemr oj Capital Formahon tn Vnderdiveloptd Countries, 

2 Meir and Baldwin — Pconomle Development, p S04 

3 ywkec— Op cil,p 2 
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By the “undeveloped ' money market, wo mean the market 
having the following characteristics * 

1 The undeveloped raorey market lacks a highly organised 
banking system 

2 It IS not composed of specialised sub markets like bill 
market, bond market, call loans market etc 

3 The extent of integration between the different sub 
markets is comparatively small There are sub markets which 
often occupy important positions, but which are not connected with 
or influenced hy tho banking system The sub markets cannot, 
therefore, be effectively controlled by the banking policy For 
example, the Indian money market consists of two parts namely, 
the “indagenbus' and the “advanced * and tho two have not been 
properly co ordinated 

4 On account of various types of rigidities and bottlenecks 
which hamper the mobility of capital funds an undeveloped money 
market is rather insensitive to tho impact of international m 
fluenccs 

On account of these factors the efficiency of monetary policy 
18 extremely limited in the underdeveloped country But this is 
not to deny the significance of an active monetary policy in the 
planned economic development 


The massive problem of economic backwardness m tho under 
developed country cannot possibly be tackled by mere monetary 
manipulation for the economic development is held up by the real 
factors rather than by the monetary factors * But monetary policy 
cun be a conaideroblo support to a policy of planned economic 
development “by influencing the supply and uses of credit, com 
bating inflation, and maintaining balance, of payments equilibrium * 
In the first place, there is utter need in a developing underdeveloped 
economy of extending the sphere of the monetised sector This can 
be done by tho establishment and extension of banking and financial 
institutions Secondly, as the private capital 19 extremely shy in 
the initial stages of economic development, the maintenance of 
cheap money policy is essential for encouraging pnvato investment 
Thirdly, economic development is inevitably accompanied by a 
certain degree of inflation which may jeopardize the whole economy 
unless controlled by suitable monetary policy Lastly, economic 
development also imposes strains upon the balance of payments of 
the country which can also be managed to some extent by appro 
pnate monetarj policy Thus although the efflency of monetary 


1 Sen S X —Central ffani nif tn Oruienieveivpfct A/oneij Jffariel^ Ch 1 

2 N C Ray-Kole of Monetaiy Dolicy m Underdeveloped Countries 
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policy IS restricted on account of the existence of the undeveloped 
monej market, still monetary policy has an active role to play m a 
scheme of planned economic development 

Now the question arises, what should be the goal or goals of 
monetarj polic3 J 

The traditional goals of monetary policy arc tho stability of 
cxchinge rates and the stability of prices llie exchtnge stabihtv 
as a goal of monetary policy was associated with the Gold Standard 
But after the breakdown of the Gold Standard price stability took 
the place of exchange stability Stabilisation of the general 
price lex el was regard^ as the supremo objectiro of monetary policy 
during the Great Depression of the 1930'S But neither exchange 
stability nor price stability appears to be an appropriate goal of 
monetary policy in en nndenleveloped country 

As most of the countries of the world are members of the 
I M F , the fluctuating ex hangc rates do not pose any sene us 
problem The exchange stability can be taken for granted under 
the I r arrangements. 1 he goal of price stability appears to 
bo more nppr prntc f r r develoj ed country w hero the fundament il 
pr< bicm IS economic stabilisation In on undcrdcvelc ] td corn my 
where the basic pre bicm IS economic growlli, a slowly rising price 
level would bo more suitable as it w< uid have a fivoinible impact 
upon the private incentives to invest It has also been suggested 
by some economists that a mild inflation by compulsorily cut‘ing 
down consumption creates ‘freed vavings which can bo utilised 
for purposes of investment * 

Tho stability of interest rates also d es n t appeal as an 
appropriate goal of monetary polic y f r an unde rclcveh j d economy 
In fact, some have made out a asc f r m untaining a h gh rate if 
interest m a developing economy * A high rate of interest would, 
It is argued, restrict the allocation of scarce capital only among the 
most productive sect rs and thus eliminate the wasteful use of 
scarce resources It wc uld also serve as an effective anti inflation 
ary measure by restricting undesirable investment and stimulating 
saving The case f r high interest rate policy however, docs not 
bear close scrutiny * It is true that a high rate of interest may 
succeed in controlling inflation through Us restrictive effect on all 
forms of investment But it is hardly desirable for an under 
developed country aiming at a rapid growth to lesort to a general 
restriction on investment for checking inflation A more effective 
method of controlling investment in undesirable directions would be 
to resort to direct controls and control over capital issues So far 


1 Bernsie n and Patel— /nJInfiwjn Stiation to Economie EevflopmenI 
IMF Staff Papere, Oot 10 >3 

2 Rny N C —Op c ( p 164 

T PoUdar A K — Moietary Policy in a Developing Economy, Tojano 
26tli Juno I IfU 
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as the T\eapon8 of monetarj policy are concerned the ‘ selections or 
qualitative niefhcda of credit control are much better suited to 
the underdeveloped countries thin the rate of interest They can 
be devised suitably to ensure a reason vble control over investment 
w ithout producing any adverse effects on im eatment in desirable 
channels Similarlj the argnment regarding saving can be 
suminnrily disposed of Savings depend upon the capacity to save 
and the facilities for saving rather than upon the rate of interest 
and accordingly specialised financial institutions should be set up 
f r mobilising the savings The only case that may be conceded to 
the high rate of Interest policy relates to its employment as a shock 
tactic ^Mien speculation in goods and securities becomes npo 
and gets bej ond control by other means the rate of interest may 
be employed for pricking the bubble * 

Thus a high rate of interest camut be a general goal of 
monetary policy On the contrary thcro is a sound case for mam 
taming a low rate of interest vrhich has a stimulating effect upon 
employment and income through increased investment 

The optimum employment or m other words full employment 
IS the most appropriate goal of monetary policy for an under 
developed country Since increasing employment is associated 
With the rising income and capital fcrmation this objective does 
not require any explanation The underdeveloped country is 
characterised by a large volume of disguised unemployment * 
Tiie V olume of disguised unemployment constitutes in some countries 
40 60% of the total labour force m agriculture * The pressure of 
this large surplus population on land seiiously affects the agricul 
tural irodiutivity and thereby holds up development of other 
sectors Under such circurostenrcs the provision of gainful 
troplcyroent to the surplus hands becomes a policy of crucial 
importance ^\bat is more significant to note the disguised 
unemployed instead of becoming a liability are as Prof Iiurkso 
contends a source of capital format on * Thus stepping 
up of the level of employment is a highly desirable goal of 
monetary policy But it ought to be noted that the level of 
emplovment cannot be directly influenced by the monetary policy 
The monetary policy can influence the level of employment only 
indirectly through savings and imcstinent 

POlMa ro KfcUCarBEU 

1 Tht scope of monetary policy \a rather Umxted xn an under 

detelojcd country on account of [a) </e existence ofaiaal 7ui noxictts 
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ed sector, (h) the low proportion of credit to money and (c) ike tin~ 
developed nature of ike money market 

2 But tn spite of these limitations, an aehte monetary policy is 
essential for the smooth functioning of a deieloping underdeveloped 
economy An active monetary policy is useful for (t) the extension of 
the sphere of the monetised sector, (t») encouraging private investment, 
(ii») fighting inflationary pressure and (iv) correcting disequilibrium in 
the balance of payments 

3 As regards the goal of monetary policy, exchange stahihly is 
guaranteed ly the monetary arrangements under the I 31 F The goal 
of price stability is more appropriate for the advanced industrial coun 
tries , a milel tnflaltanary policy teould he more eoriducive to economic 
growth The optimum or full emjdoymsni is the most desirable 
goal of monetary policy for an underdeveloped country hut the influence 
of monetary policy on employment is only indirect 

8BLCCT READINGS 

1 Mflir and Baldwin Beonomie Dtvttspmenl jip 501 39 > 

2 Ray. N C Rule of Monetary Potiey is Dnderttevefopcd Counirie* 
Beonomie Aji'uire, April 19CO 


Q 21. Exaraioe eriticatly fbe purcbatiDg power parity theory 
of foreigo exchange How does it differ from the clattical theoiy 
of foreign exchange 1 (Agra 1031) 

Explain the purchailng power parity theory of foreign 
exchange I« it a better guide in the fixalioa of the rate of 
exchange than the gold itandard ^ (Agra 1050] 

Critically examine the purchasing power parity theory 

(Ragasthan 1050) 

famine critically the purchasing power parity theory 
and give its limitations Is it an improvement on the classical 
theory of foreign exchange * (Agra 1958) 


Ans International trade in contradistinction with internal 
trade lias to reckon with a diversity of national currencies and one 
of the most important problems that usually comes up is how to 
determine the rate of exchange as between different currencies This 
problem of determination of exchange rates has been examined by 
several thinkers right from the days of Ricardo and Mill whose 
names are associated with the classical theory of the rate of exchange 
down to the modem theory as p'^opounded by Taussig, Haberler and 
BertilOhlin The purchasmg power parity theory la one of the 
theories that are most widely accepted in the realm of the discussion 
about the determination of exchange rates The purchasing power 
parity theory states m substance that the exchange ratio of two 
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currencies depends on their respe tivc purchas ng power unit for 
unit m terms of ft representative set of commodities m the two conn 
tries Temporanlj, there con he a deviation from the purchasing 
power parity duo to a pressure of the passing market forces but in 
the long run two countries can continue to havo trading relations 
onJyjf the exchange rnto approximate" to the respective purchasing 
power of the currencies One of th" best definitions given is 
"whdo the value of the unit of one urrenej in terms of another 
currency is determined, at on\ parti nlnr time by the market condi 
tions of demind nml supply, »« the long run that value is determi 
iieil by the rclatnc \aluc8 of iho tw j currencies as indicated by 
their relative jiurchasiug power over goods and services In other 
words, the rote of exchange tends to rest at that point which 
expresses equality bctirecn tho rcspcctiio purchasing powers of two 
curreucicB Tins point is called tho purchasing power parity 

e can illustrate the point with refetneo to some example In 
which two countries pay two different on/ns offheir ctirrency for a 
given group of comirodities of the same quantity nnd quality Let 
these two countries be India and Pakistan and let us suppose fur* 
ther that a given group of commodities C| from India is cquivnlent 
til C| from Pakistan and further, let, 

C, = F8. 100 
and Ct=n8 ICO 
Noav, C|= C, 

Rs. 100 (of India)slU 100 (of Pakistan) 

Tliercforc the cxcliadt,e ratio between the two countries would 
be 

lie 1 0 ef India =: Its I 50 of Pakistan 
Should the actual market rate of exchange be either above or 
below the purchasing power parity, certain economic forces would 
come into operation which would push or pull the exchange rate 
down or up to the point of purchasiog power parity Let us presume 
for a moment that the actual exchange rate as between India and 
Pakistan at anj given point of time stands at 

Its 1 00 of India^Rs 1 00 of Pakistan 
[when according to iMiuty of purchasing power 
r.c 10(oriiidi0 
=R8 1 00 (of Pakistan}] 

Here 18 a case m which India’s currency is under-valued and 
Pakistan's currenej is over valued Pakistanis have to pay| n their 

1 6E TJiomaa EUmtnitof Ei.i\jtn 493. 
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own country Its 160/ for C* of commodities Instead, it is 
far more profitable for them to pay Rs 100/- of Pakistan to get 
Es 100/- of India and buy the sime set of commodities for Rs 100/- 
only (presuming that free trading IS permissible) Ignoring tost of 
transportation Pakistanis can have a net saving of Rs 50/ for 
eaery group of commodities which in their country costs Bs 160/ 
The result will be that the demand for Indian goods in Pakistan 
would keep on rising 

The reverse ivouhl happen so far as India is concerned 
Pakistani currency is oier valued Cj of commodities costing only 
Es 100/ in India w'QUld cost Es 150/ in Pakistan Pakistani goods 
become extremely costly in India The demand for imports from 
Pakistan must dechne 

The demand for Indian goods in Pakistan is rising whereas 
the demand for Pakistani goods in India is falling The demand 
for India a currency would tend to raise the value of the Indian 
rupee whereas the fall in demand for the Pakistani currency is 
rising and the demand for Pakistan curreniy is falling The 
rise in demand for India s currency would tend to 
depress the value of the Pakistani rupee Both of them, 
thus tend to move towards the point of purchasing power parity 
svhich in our example stands at Es 100/ of India being equivalent 
to Bs 150/ of Pakistan The theory holds that the exchange rates 
as between two currencies of any two countries of the world must 
m the long run approximate cloeely to their respective purchasing 
power, m spite of short term deviations, occasioned by the temper 
ary maket forces 

Something analogous to the purchasing power parity happened 
under the gold standard system of currencies If a particular coun 
try experienced a shortage of gold and hence a fall m prices due to 
insufiiciencj of the quantity of money m circulation, there would 
be a natural tendencj towardea restoration of the purchasing power 
of the currency concerned back to the former level A fall in the 
prices of the country in question would obviously stimulate its 
exports and the relative over valuation of other currencies would 
discourage imports In course of time the country would have a 
favourable balance of trade— an excess of exports over imports 
Under the rules of the gold standard the excess is paid for in terms 
of gold The country with a favourable balance of trade would 
come t > import gold in return for the excess of expoi ts of commodi 
ties The quantity ot gold in possession w juIcI thus increase and 
htnee the prices would tend to rise again because of the increase in 
the quantity of money Thus tho exchange ratio as between two 
currencies would tend to be equal to tho purchasing power of gold 
in the respective countnes This was achieved by the free move 
ment of commodities as weU as gold from country to country 

With the abandonment of the gold standard and adoption of 
iiKOUNCitiblc lajitr turieitits the bituation nndernent a radical 
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change and a new thcor} had to be forrauhtccl m order to under 
stand the rationale behind the fixation of exchange rates betneen 
different currencies of the world The purchasing power parity 
theory can fit into every possible situation and explain the fixation 
of the exchange rate at a particular lerel whether the countries are 
on the gold standard, silver standard or some form or the other of 
the paper standard It brings the value of the currency of a coun 
try in terms ci£,the value of some other currency in line with the 
gcne-al theory of pricing and marks a distinct improvement over 
the cJasftical theorj winch offered an explanation regarding the 
fixation of exchange rates on the basis of the labour theorv of value 
The classical theory endeavoured to examine exchange ratios on the 
basis of the comjtarntivc cost principle taking into consideration 
onlj two commodities and two countries at a tune and assuming 
that labour is only component of cost to be considered It 
olso assumed constant returns to scale in the production of the 
commodities concerned It ignored the fict that there js in point 
of fact a large number of ountries vnlh a largo vnnetj of commodi 
ties and several tjpes of currenej ejstcms —countries with different 
types of factor endowments and at different etages tf 
economic development The purchasing power paritv thcorj is thus 
a certain and distinct luinrorcment over thocompmtirccost princi 
pie that was iormulated bv the classical theorists 

roi\Tb TO nrMrMiirii 

1 Inltmaliovil trah miK n t/urisi/v of unfiojinl 

cxtntMm 

2 The pioWem o//ix«tton o/carc/innjc lafei hiTi tren exrtiiunrti 
Tight from the days of litcardo and M»U donn to the prticnt tima 

3 The purchasing pontr panty theon/ xethr most nidefy accept 
ed of the theonc^ 

I The tleoTif flafes that the erthange ratio brliirm any tun 
convinei depends on their resperOte patchayitiy povei 

5 Deiiations /row point o/ parity are tanpoiary There 

aie inherent forces in the economy t hich tentl to brtng the latio had to 

the jiotnl of panty 

0 D»ider//if’ rules of the gold slandaid eomctfnng analogous In 
iihrpnnohrreny'pm'ty pin’dg-freraniv’ 

7 Tie purchasing pouer panty theory can fit into all situa- 
tions 

S It marks a dtflinel improiement oicrtle classical theory 
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Q 22 How far it it correct to Hold that I.M.F. arrange- 
mentt have proved superior to those under the Inte'mational Gold 
Standard ® (Bombay 1960) 

How far has IMF helped the estahlishment of a multi- 
lateral system of payments in respect of current transactions 
and the elimination of foreign exchange restrictions ? 

(Powia 1960) 

In what ways has the International Monetary Fund helped 
to stabilise foreign exchanges ? To what extent has India been 
affected by the policies and operations of the Fund ? (Poona 1960) 
Describe the methods by which the International Monetary 
Fund helps to maintain international payments equilibrium and 
estimate their success (Venkaleswara 1060] 

From the working of the International Monetary Fund, show 
hew far it hat succeeded in fulfilling the purposes for which it 
was meant (Nagpur 1960) 

Explain briefly the objecthres and functions of the Inter* 
national Monetary Fund. Give your critical appraisal of its 
achievements. (Agra 1960) 

Explain briefly the objectives and functions of the Inter- 
national Monetary Fund Point ont the benefits which India has 
derived by its membership (Agra 1960) 

Show how the International Monetary Fund helps in main* 
taining the stability of the exchange value of the rupee In what 
way is the achievement of the IJlf.F different from that of the 
Gold Exchange Standard * (Allahabad 1060) 

Describe the main functions of the International Monetary 
Fund and say how far its membership has been beneficial to India. 

(Poona 1059) 

Ans Conceived as a measure to foster international coopera- 
ticn nnd bund up a liberal world economy, the International 
Monetary Fund was established m 1944 with the following basic 
objectives 

(a) To promote international monetary co operation by 
providing a permanent machinery for consultation and collaboration 
on international monetary and commercial problems 

(bj To facilitate the expansion and balanced growth of inter- 
national trade and to contribute thereby to the promotion and 
maintenance of high levels of income and employment 
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In order to achieve these fundaiuental goals it was laid down 
in the charter of the Fund that it should try to (a) evolve a system 
of multilateral trade and payments, (b) maintain exchange stability, 
(c) provide resources to the member countries in order to enable 
them to tide over maladjustments m the balance of payments 
u hich inevitably arise m the process of economic development 

At present there are nearly 70 members of the Fund Under 
the Articles of Agreement of the International Bank for Recons 
truction end Development, the Fund membership is a prerequisite 
to secure the membership of the Bank 

The par value of every member countr} is expressed m gold 
of the same fineness and content as the American dollar 
This, it 13 important to note, does not imply the remtroduction of 
the gold standard This arrangement has been made for the 
purpose of accounting and easy convertibility, not for maintaining 
stable exchange rates as under the gold standard 

The Fund provides a fair degree of latitude for necessary 
adjustments in the exchange rates A country has been empowered 
to change the par value of its currency to the extent of 
of the initial par value without the permission of the Fund It can 
change the par value by more than 10% with the Fund s prior 
approval 

In order to ensure the avoidance of am possible misuse of the 
above right, it has been laid down that the right can be exercised 
only if there la a “fundamental disequilibrium ’ in the sense that 
there 13 a chronic deficit in the balance of payments which cannot 
be corrected by the use of domestic monetary and fiscal policy 

The IMF maintains a * fund ’ to help the member countries 
with financial assistance m times of need Ihe fund consists of 
a common pool of gold and currencies of the rnember countries . 
Each member is required to pay a quota which is fixed separately 
for each one on the basis of its national income, population and the 
volume of foreign trade Of the aggregate quota, 23°'^, has to be 
subscribed m gold and the rest in teems of local currency The size 
of the quota determines the relative importance of eacli country 
in matters of policy It determines the amount of foreign exchange 
which the member country can borrow and also the voting power 
The quotas range upto $2750 m fortbeUS A , SlSOOm fortheUK. 
and $400 m fer India 

The Fund lends resources to the members which require foreign 
exchange m order to fight temporary deficits m the balance of 
payments It also provides funds to the underdeveloped coun 
tries for financing schemes of economic development In order to 
ensure that the resources are not unnecessarily borrowed from tho 
Fund and are utilised rationally, it has been provided that a country 
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caa borrow in 12 months to the maximnm of 25% of its quota 
Interest is also fixed according to the amount borrowed and the 
length of time In short, there is a |>owerful pressure on the debtor 
country to use the resources of the Food only to ths minimum and 
for the shortest duration 

An important provision in the Articles of Agreement of the 
Fund IS the scarce currency clause « Ihis clause relates to the 
situation when the currency of a member country becomes scarce 
If the currency of a country becomes scarce it means that that 
country is having favourable balance of payments with other 
countries This gives rise to great difficulties for the debtor 
countries who find it difficult to secure the currency of the country 
in question and pay back 

The ‘scarce currency clause provides that if the currency of 
a country becomes scarce the Fund should in the first instance 
propose to the cauntrj whose currency has become scarce to lend / 
its currency to the Fund Secondly, the Fund may ask the country 
to sell its currency to It for gold If the country does not agree 
either to lend or to sell Its currency the Fund may make a formal 
declaration that the currency has become scarce This type of 
official declaration by the Fund empowers the member countries 
to safeguard their interests by imposing trade and exchange 
restrictions against the scarce currency country 

In order to maintain orderly exchange rates and promote 
exchange stabiLty the Fund has prohibited the following principal 
types of exchange control 

1 Exchange restrictions on all current transactions 

2 Multiple or discriminatory currency practices and compe 
titivc exchange depreciation 

“I Frce7ing of foreign balances transfer moratona etc 

In or ler to ensure that these restrictions do not unduly bind 
the hands of the member countries certain exceptional cases have 
been pros ided First the Fund permits exchange control necessary 
to regulate the speculative short term capital movements 
Secondly the member countries have been authorised to discriminate 
against the country whose currency has been declared as ‘scarce 

The International Monetary Fund marks a considerable 
improvement over the Gold Stardard ajstem The basic short 
coming of the Gold Standard is that it often creates a conflict 
between the domestic monetary policy with the external 
monetary pohej Under the Gold Standard the exchange 
rates are rigidly tied to fixed and unalterable quantities 
of gold (called the ‘ par values ' of the currency) If a country 
faces the problem of inflow of gold into the couni.rj it must allow 
an inflation to bring about equilibnum Similar!}, if a countrv 
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faces a deficit in the balance of payments and the outflow of gohf 
it must allow the prices and incomes to get deflated The main 
tenanco of equilibrium under the Gold Standard thus requires an 
inflation or deflation Thus the domestic monetary polic\ is tied 
to the apron strings of the external monetary discipline If a 
country happens to face the problem of deficits in the balance of 
payments m a period of unemployment it gives rise to a paradoxical 
situation In order to restojreexiemvl equilibrium it roust allow 
the prices and incomes to deflate m order to increase employment 
on the other hand, it requires an inflationary policy Thus 
the attempt to stick to a fixed eicliango rate imposes a formidable 
burden on the domestic economy 

Under the I JI P on the other hand the country is spared the 
necessity of inflating or deflating its currency and thus of subject 
ing the economy to a painful process of acijnstmcnf Under the 
IMF the exchange rate of the currency of a country is not rigidly 
fixed It can be adjusted according to the requirements of time 
and circurastonres The country cannot however change the 
exchange rate accDiciiTig to Its whims and caprices Neither can 
tho country resort to unlimited exchange control During the 
thirties after tho bre d down of tho Gold Standard tho countries 
of the world went hack to the Paper Standard Under the Paper 
Standaid tho convertibi ity of the currencies was rendered difficult 
Further the frequent changes made by tho countries in tho exchange 
rates and the adoptionofoxchaDgecuntroIcrcateda mocllei of chaos 
and confision in the sphere off reign trade Thus on the one hand, tho 
IMF preserves the advantages of the Paper Standard and removes 
the disadi antages of the Gold Standard by introducing somo degree 
of flexibility in the exchange rales On tlie other by restricting 
the right of the country to change the exchange rate to a defined 
limit by prohibiting exchange control and by facilitating converti 
bility of the currency through gold the IMP has avoided the 
disadvantages of thi) Paper Standard and preserved the advantages 
of the Gold Standard That is why it has been said that * Ihe 
IMF 18 an attempt to combine some of (ho virtues of the Gold 
Standard and of the system of the thirties while avoiding some of 
the disadvantages of both 

How far has the IMP been able to achieie the goals for 
which it was established ? 

The IMF IS an institution of cornparatiielj recent origin 
and therefore it is too early yet to pass any judgment on the 
success or otherwise of this orgarusation But from a study of 
trends and tenilencjcs in the functioning of tho Fund during the 
last one decade and a half one can clearly see that tho Fund has 
failed to achieve some of the basic avowed objectives 

Although it has been largelr 8 ucce'«sful in evolving a si stem 
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of multilateral payments it has failed lo attain the all important 
goal of exchange Btability At the time of the inception of the 
I^nd there were some countries like China Korea etc which dee 
lared par values which the Fund did not accept but they still 
continued Similarly multiple currency practices were adopted 
by a large number of countries especially by South Africa and 
Indonesia The Fund proved to be too weak to check these 
undesirable practices 

Secondly as regards its objective of providing financial 
assistance to deficit countries and of stimulating levels of income 
and employment in the world the Fund has not achieved any 
large measure of success After the Second World War some countries 
emerged as predominant creditors (like the USA USSR) while 
others as chronic debtors (like the Asian countries) The IMF 
has completely failed to solve the problem of the underdeveloped 
chrome debtor countries In these countries the remedy is 
stimulating income and employment by long term international 
lending The resources of the Fund are too inadequate to answer 
this need This deficiency has however been met recently In 
the Isew Delhi confe enee of the Fund in 1959 the quota of all the 
member countries has been raised by 60% The terms of lending 
have also been suitably liberalised It h^ been provided that a 
country can borrow from the Fund in one year to the extent of the 
full amount of the quota as against 26% laid down previously 
This will go a long way to meet the requirements of high levels of 
income and employment in the world 

From the very inception of the I M F India has been one of 
the major beneficiaries of this novel organisation Particularly 
since the launching of the Five \ ear Plans the IMF has been 
an important agency of finance for planned economic development 
in India Over the period of the First Five Year Plan the IMF 
provided to India financial assistance to the extent of Rs 40 crores 
which accounted for nearly 20% of the aggregate foreign capital 
over the period During the penod of the ^cond Five Year Plan 
the significance of the Fund as an agency of finance increased still 
further Between 1956 60 the credit advanced to India amounted 
to nearly Rs 85 crores 60% of which was meant for specific 
projects of development approved by the Fund* The creit ad 
vanced during the Second Plan per od was of longer duration than 
that provided over the period of the Fuat Plan 

Besides providing financial assistance the IMF collaborated 
on behalf of India with the foreign countries on the supply of 
technical know how to India B^des this an IMF team of 
experts on monetary and financial affairs visited India and sub 
mitted a report entitled Economte Development Kilh Stabihty In this 

1 D K Shome Financing the Fne ear Plans Yoyinn lothDec I960 
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lucid and thought provoking report, besides presenting a survey 
of the capital requirements of the different sectors of the Indnn 
economy, the team made valuable su^estions regarding the necess- 
ary monetary and fiscal policies 

POINTS OF REMEAIBER 

1 The I 31 F uoa estahltshed tn 19 i4 mth three baste objecthes 
[a] promotion of mvlltlattral system of payments, (J) maintenance of 
exchange stability and (c) stimulating tneome and employment in the 
world by international lending 

2. Eiery member country la aaatgned a aubscripfton quota on the 
basis of its population, national tneome and foreign trade 
f’tnoncial assistance *s protided to the member countries out of this 
fund in times of need 

! 3. In order to promote exchange stability, the fund has pro- 

I hibited certain undestraWe types of exchange control 
j d The Fund IS an improvement over the Gold Standard tn that 
t t/ie rate o/ earchanje IS not rigidly fixed , it is also an improvement 
' upon the Paper Standard in tAot there ts easy contertibility and ex- 
ehonge control has been restneied 

III 5 The Fund has failed to maintain exchange stability and %t has 
also failed to promote high letslsof income and employment by long 
term international lending 

' 6 India has been a major beneficiary of the IMF and has 

rtceiied besides financial assistance technical personnel and advice 
on monetary and fiscal affairs. 

SELECT READINGS 


1 Crowther, Gooffery AnOulUntoJ 31onty,fp 325 335 

2 Jleade, 3 E Planning and Price A/ecAaniem 

3 Enkoand Salera International Economics 


Q 23 Examine the working of the Indian money mailet 
and suggest remedies for its improvement (A’ojpur IffSO) 

Sketch in broad outline the structure and functioning of the 
7 money market in India at present and discuss how far it is sensi- 
tive to Reserve Bank vAvnzi \Poona 3960) 

What are the characteristics that distinguish developed from 
under-developed money market T (Nagpur 1956) 

Ans The money market refers to the purchase and sale of 
the seriices of money “Monej" includes mainly currency and 
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credit Sfoney is purchased and eoJd in the sense that the dealers 
in money buy the savings from the depositors at a low rate of 
interest and sell the same to the debtors at a higher price — the 
difference beinfr the sorplos that is appropriated by the dealers 
The money marhet consists of the sum total of all the lenders and 
borrowers who are in contact with each other for purposes of lending 
and borrowing In order to understand the working of the Indian 
money market we have to ©famine the nature and operations of the 
various agencies that undertake the business of collecting deposits 
from those who save and extend loans and credities facilities to their 
customers The Indian money market is characterised by a diversi 
ty of institutions at the ap^x of which stands the Reserve Bank of 
India on the top of a pyramid at the bottom of which there is an 
expansive stratum of village money lenders cum traders In 
between the two we have the co operative credit societies, post- 
office savings banka indigenous bankers, joint stock banks inclusive 
of the State Bank of India, the various finance corporations of the 
Central as well as the Slate governments, and the foreign exchange 
banks In addition to these agencies that deal in the services of money, 
there 13 a good deal offending and borrowing ]D kind, especially so, 
in the rural areas and the rate of interest charged in such cases 
IS invariably exorbitantly heavy This, however, usually goes un 
accounted for, from being examined as a part of the regular mosey 
market since there is no mediation of money to facilitate such 
transactions 

In terms of the number of people involved as distinguished 
from the value of the transactions struck the rural money 
market is certainly by far the most important The monetary 
needs of the villagers of our country are met by the following 
agencies in accordance with the findings of the Rural Credit Survey 
Report — 


Credit Agency Proportion of 

borrmciTty from 
Agency 
per ce«f 

1 Govt 3 3 

2. Cooperatives 3 1 

3 Relatives ]42 

4 Landlords 1 5 

6 Agriculturist money lenders 24 9 

6 Professional , ,, 44 8 

7 Traders and Commission Agents 6 5 

8 Commercial Banks 9 9 

9 Others 1 8 


100 0 
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The figures speak for themselves It is apparent that agri 
culturist money lenders profess onal money lenders and the traders 
and commission agents together supply more than 76% of the 
credit required by the villagers Relatives are of importance in the 
hour of need supplying as they do 14 2 % of the credit The 
Government and the co operatives touch the fringe of the problem 
and the Commercial Banks are only a small fry 

In view of the perpetual poverty of the village folks and the 
eternal need for credit to meet the undependable vagaries of a 
merciless providence, there is always an unfailing demand for 
money Loanable funds on the coiitrarj are miserably scarce oning 
mainly to the general economic backwardness of the country and 
especially so, of the rural areas The sellers of monetary services 
enjoy a status of almost an unmatched privilege It is a fantastic 
position of monopoly The range of the rate of interest charged by 
private agencies stretches from 12% to 150% ' The poorer a man, 
the smaller the security to offer and hence, the higher would be 
the rate of interest From each according to his weakness seems 
to be the principle religiously followed by the pious money Iendcii» 
of our country 

The State can hardly make amends for the situation by law , 
unless a certain element of competition is introduced as between 
the lenders The money market m the country side is entirely a 
seller s market The supply of credit has to increase enormously 
to come anywhere in the neighbourhood of the strength of demand 
Legal restrictions on the lenders to curb undesirable practices can 
go a long way in the sense of driving them away from the open 
market to the black market The basic economic disequilibrium 
betw een the demand for money as against the supply can hardly be 
rectified through legislation, unless really effective economic 
measures are undertaken The best measures undertaken recently 
in the direction of improving the conditions of the money market 
m the country side include increased governmental lending to the 
farmers and the artisans and an expansion of credit by the co opera 
tive societies with the great assistance that is being rendered by 
the Reserve Bank of India Too many legal restrictions have 
led to a shrinkage of credit which helps the unscrupulous monc\ 
lenders all the more to extract prohibitive rates of interest The 
extension of ore,aniaed banking facilities to the country side still 
remains a dream. 

The indigenous bankers are to be found mainly m the small 
towns They combine trading along with banking and supph the 
credit needs of trade and commerce Most of the indigenous bankers 
refuse to be drawn w ithm the fold of the regular money market in 
the country The efforts of the Reserve Bank to bring them into 
line w ith the banking stein have not succeeded so f ir 
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Tte post office savings banks have made a considerable 
headway ever since their start in the year 1882 Their number 
stands today aronnd 70 000 and the amount collected by them 
by the end of 1958, stood at Rs 227 crores If the post office savings 
banks are properly organised these could turn out to be the best 
agency for galvanising the rural sayings 3Iuch needs to be done in 
the direction of improving the working of the post office savings 
banks 

By far the most important agency in the Indian money 
market is the joint stock^banking institutions These are also 
known by the name of comnereial banks They are ell located in 
the urban areas and have a ready access to the savings of the 
town and city dwellers The history of joint stock banking m 
India has not been very happy A number of banks have failed 
and many of the small banka are always faltering The mam causes 
responsible for the failure of a large number of banks are paucity 
of capital, inexperienced, and unskilled management, insincerity 
of the staff, fraudulent practices a low liquidity ratio, mdiscnmi 
nate lending on the basis of insufficient security to tbe favourite 
cuBtonier^, reckless branch banking and the indifference cn tbe part 
of tbe government The Banking Companies Act of 1949 as amend 
ed in 1057 gives great powers to the Reserve Bank of India to 
rectify the anomalies in the Indian banking sj stem The Reserve 
Bank can now prescribe the lending policy, the liquidity ratio, 
inspect the accounts and supervise the activities of the Board of 
Directors of these commercial banks Tbe Reserve Bank has the 
powers to license or not to license a bank, demand compulsory 
returns and power of scrutiny over the affairs of banking companies 
Attempts are also being made to develop a bill market 

The most important drawback of the Indian money market 
IS tbe inadequacy of industriaJ banking as distinguished from 
commercial banking The investment corporations have recently 
filled the gap to some extent As yet our money market is a 
very loose structure '' 


POINTS TO RESIEMBER 

1 The money market refers to the purchase and sale of money 
serttces and includes all the lenders and borrowers doing business 
tn money 

2 The Indian money market ha* a diiersity of institutions from 
Reserve Sank to the iiflage money lenders 

3 The rural credit structure as brought to light by the Rural 
Credit Survey of the Resent Bank of India shows the importance of the 
private money lenders 
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4. We hate a monojxHtiiie ttaeresl-st'-uclure tn the country- 

aide 

5 The role of the indigenous banUrs and the post office 
saiings lanls 

6 Joint stoel tanlinj, defects and remedies. 

7. Inadequacy of industrial banking. 

5. The Banhng Companies Act of 1949 

SELECT READINGS 

1 Sharma Indian Monty lUarUt 

2 Reserve Bank All India Rural Credit Survey (General Seport) 

3 Mitra Past IFar Bonltnj; <n India 

Q. 24. Why has Prof. B R Shenoy recently suggested 
the devaluation of the rupee ? What effect would it have on the 
financing of India's Third Five Year Plan ? (Allahabad lOSJ) 

Discuss the e^uments for and against the revaluation of 
the rupee (Poona J9S9) 

There are certain economists in the country who advocate 
further devaluation of rupee in order to solve the problem of 
acute shortage of foreign exchange which the country is facing 
at present Give your opinion supported by arguments in favour 
of or against further devaluation (Pajastkan 1959) 

Is the rupee oveT'valued at present ? Would devaluation 
of the rupee succeed in removing our balance of payments 
difficulties ? (Bombay 195S) 

In the light of the present balance of payments difficulties 
is there a case for revaluation of the rupee ? (Gujarat 195S) 

Study the factors which determine the value of money. Has 
value of the Indian rupee fallen in recent years ? Give reasons 

(Agra 1955} 

Ans Dcvalution is a device to depreciate the value of the cur 
^ rencycfocountryinternjsofthecurrenciesofotherconntnes Should 
the Government of India decide to oiTer more of rupees per pound 
or per dollar, the value of the rupee goes down in terms of the jiound 
or the dollar and hence the Indian rupee is said to be deialucd 
The buyera of Indian currency have to pay less of their ow n currency 
for a given sum of rupees or they get more of rupees for a given 
sum of their oun currency. The extent of tho gam made by 
foreigners depends on tho measure of devalution effected and the 
intensity of their demand for the rupee The gam varies directly 
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m proportion to the cut m the Talue of the rupee and the 
strength of demand of any particular foreign country Tne mam 
object of devaluation IS to make the devalued currency cheaper so 
that the demand for exports might mcrease Devaluation in order 
to promote the exports from a country relies on the usual law 
of demand which states that a &}l in price is accompanied 
by a rise in demand Devaluation is really equivalent to a cut in 
the general level of prices of all commodities which find an export 
market The prices of exports remaining the same, if there is a 
depreciation in the external value of the rupee, the exports auto 
roatically become cheaper since the buyers are required to return 
a lesser quantity of their own goods in payment of their imports 
For a given value of their exports, they would be in a position 
to get more of imports Consequently, all other things remaining 
the same, the devaluation of the currency of a country should 
lead to an increase in its exports 

The influence of devaluation on the imports of the country 
whose currency IS devalued IS exactly the opposite of that on the 
exports More of the deilalued currency has to be paid to buy 
foreign currencies and hence the value of the imports automati 
tally rises The totil rise in the value of the imports depends i 
on the measure of devaluation on the one hand and the total quan 
tity of imports on the other We could expect a fall m imports] 
subsequent to the devaluation of the currency of a country, since 
imports become costlier This also is based on the usual law of 
demand and hence subject to all the limitations of the law of 
demand The mam object of devaluation is to encourage 
exports and discourage imports The justification for 
devaluation must be made on the establishment of the 
evidence that there is a greater need for exports and a 
smaller need for imports In some instances as in the case of our 
country the need for devaluation might arise out of the sheer 
incapacity to pay for the imports which keep on mounting owing 
to the ever growing needs of a developing economy A developing 
economy has to import a variety of strategic factors of production, 
not available within the country and the faster the rate of growth 
contemplated the greater would be the need for imports especially 
80, if the Country aspiring to grow does not possess within its own 
territory the necefcsary requisites for growth So baa been the ease 
with India ^\e have been importing on such a large scale ever 
emce our launching on the development plans that we have been find 
ing it increasingly difficult to pay for our imports by raising the value 
of our exports to match tbe increase in imports The result has 
been that we ha\ e to face the ever growing gap between our imports 
and exports which is often referred to as the balance of payment 
difficulties The best index of the gap between our imports and 
exports IS the decline in our foreign exchange reserves which stand 
as follow 8 — 
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The total fill in our reserves since tlio beginning of the socond 
plan comes to Its 543 crorcs and there i« hardly any scope for a 
further scaling doivn of the reserves If mo aro n)t to draw our 
reserves doun any further, there are only tno courses open to 
us_either to ave our imports significantly or increiso oiir txj orts 
enormously or attach the problem from both the sides If no could 
achieve the objective by cutting our impurts, the question would 
not be so difficult os it has be on m vie« of the icntvoid 
able needs of a grow ing economy it is impossible for us to cut 
our imports save m the case of some non essential imports 

Conscqueutly, our chief reliance must bo on tho promotion of exports 
for which the Government of India has already instituted a mimbei 
of measures, for tho maintenance of quality through certihoation 
of standards by the Indian Standards Institution oarploratioii of niai 
kets through tho formation of export promotion councils, supply of 
cheap raw materials to exporting industries provision of cheap aikI 
quick transportation lacilities institution of Cxport Uisk 

Insurance Corporation anil cstftblishment of tho State Trading 

Corporation etc to avoid internal competition among 

evpoftm ^^he^eas these measures are certainly useful in 
promoting exports, the real issue is whether they would 
by themselves be sufficient to get us out ef the balance of pay 
incnts crisis Without the need for a devaluation of tho rupee in 
order to provide an unfailing stimulus to our exports 

The crux of tho matter IS that wc have been hiving m our 
country powerful mtlationnry pressures as is evidenced by tho 
fall m tho internal value of tho rupee by os much as 30% over eiiico 
the commencement of our development plans in tho year 1951. 
There has been an enormous rise in tlio general level of prices 
The internal value of a currency is closely linked with its external 
V aluo If our prices continue to riso tho foreign buyers of our 
commodities would feel that tho rupee has been unduly overvalued 
Fora given rate of exchange ti-*mg prices would mean less of 
jinninviditify».(hrji.,aectair.«iip ji<* jiyin^'' Jind .Iiamu; vtlir* jlam.viu* 
for our exports 18 likely to slacken in caso wo do not succeed m 
arresting tho rise m our prices This is of great importance 
especially so, when tho demand for our exports Imj pens to bo pneo 
clastic In caso of monopoliatio control over exports a rise in 
prices would not matter much smeo we could sell as much ns 
before, insjito of tho riso lu prices II o hardly have such a 
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monopoly excepting an tbe case of commodities like ]ate and manga 
nese but even if neabould bare a monopoly, there is always the 
fear of retaliation, would we exercise our monopoly power to extort 
exorbitant prices There is no reason why our foreign customers 
should suffer the consequences of our internal inflation, especially 
so, when they could get cheaper substitutes of comparable quahty 
from our rivals 


The persistence of tbe bdance of payments difficulties over 
time indicates not merely the growing demand for ever increasing 
imports because of development plans, but also our inability to 
push up our exports upto the required levels the most important 
reason for which is the rise in our prices In order to stimulate our 
exports we have to subsidise our exporters so that they might sell 
their wares abroad at a competitive price or reduce the cost of 
production of exports, or exercise high pressure salesmanship to 
create a demand for exporta at a bigh price If none of these 
measures succeeds, the last resort would be to devalue the cmrency 
whuh as we have seen 18 tantamount to a general reduction in tbe 
prices of all exports 

Devaluation does give a stimulus to exports by reducing tbeir 
prices It must also bo remembered that devaluation would bring 
about a rise in tbe value of our imports fVe get less of foreign 
currency, for a given sum of rupees and, hence other things remaining 
the same, we have to pay more to the foreigners for a given 
quantity of imports In view of our inelastic demand for imports 
devaluation is likely to bring about an enormous mcrease m the 
value of imports and may be, w© might unwillingly invit© a fresh 
trouble m our efforts to escape from the one which we are 
currently facing W© bar© to weigh the pros as well as tie 
cons before we decide to hit upon devaluation on grounds of 
expediency, as is being advocated by Prof Shenoy 

Devaluation is a drastic t>tep to be resorted to only in extremely 
grave emeigenctes iloreover, devaluation is based on the pessimistic 
presumption that the situattoa would not improve, unless w© under 
take the extreme step of reducing the external value of our rupee 
l\earee^ 5 enencing the pangs of a growing economy We arereceiv 
mg a good deal of estercal assistance and recently, there has been 
some nse in our exports as well There is no reason to believe that 
we would not be in a position to tide over tbe cnsia of balance of 
payments, unless we devalue our currency. It has been made abun 
dantly clear byourPinanceJlmiater that Indian rupee is perfectly 
sound and there is no need for devaluation C^am measures 
have to be taken because of tbe compulsion of unavoidable cir 
cumstances and eo far as devaluation is concerned, there is no 
reason to suppose that any such exi^ncy has come into existence,. 
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POINTS TO RFMEXinrp 

1 Devaluation IS a efetice vhch almut a deprmalton 

tn the external value of a currency 

2 Devaluation t/Tinga about a nee tn If e value of mporta and 
a fall xn the value of exporta and produces exactly oppo-txte effects on 
tie xneomtng and outgoing trade of a country 

3 IVe have been finding xt dxfJieuU to match our imports xvtlh 
corresponding exports 

4 We have heavily drawn upon our foreign cxclange reserves 
crer aince the commencement of our first plan in 1951 

5 TheCovl of India has already instituted a number of export 
promotion measures 

6 T} ere 1 asbeen a 30% fall tn the internal value of the rupee 
during iAe last ten years due to inflation tn oui economy 

7 Dow to tide oxer the cnstamthoutdevahialionis tf e problem 
tee nay hate to pay } tavxly for devaluation 

<!rrFCT RFADINCS 


1 Dadwl en \ MonttftrjSjtlfm«/l Hi 

2 Vakil CN giert g Dnianree 

3 Vakil &IiI rai JA C mi oy o» / Friwa nlntn 

Q 25 Critically axamine th« case for the nationalisation 
of Comxneraal Banking in India How far could this measure 
accelerate the pace of economic development in the country? 

(Anrnfifffl 1%0) 

Examine fully the case for the eatioDalisalion of banks 

(Allal dad I'JCO) 

Do you advocate the State ownership of the commercial 
banks in India ? Substantiate your answer with sound economic 
arguments. (Afirnafni 1950) 

Is a nationalised banking system essential for planned 
economic development? ( UM ibn I JO5O) 

Am- TJw'jirxv'i’jis -cif I Pi AiOTD. I* ,0 .‘iw 

cofflitaiit growth of monetisation In the pro indnstnnl stage of 
economic backwardness money does not plav a dominant role 
Barter occupies the pri le of place The level of economic activity 
stands at a low ebb All primitive economies are characterised bj 
the relatircl} unimportant role of monej As an economy grows 
moi cv assumes nn increasingly sgnifimnt roJo 'Monetjs'ition 
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whicli appears to be the effect of growth m the level of economic 
activities, subsequent to the appearance of division of labour and 
the expansion of markets far and wide, becomes the condition for 
development at later stages The effect turns out to be a potent 
cause in directing the economy on to the higher stages of growth 
The significance regarding the decisive role played by the monetary 
factor in initiating and assisting the process of economic growth 
IS best evidenced by the historic work done by the German and 
Japanese industiial banks that sponsored and promoted a number 
of industrial concerns almost entirely on their own initiative 

The role of the banking system in the context of a planned 
programme of economic development could hardly bo examined 
apart from the problem of the role of money m general A com 
pletely centralised over-all system of planning reduces money to a 
mere unit of accounting — an instrument to register the consumer's 
scale of preferences and measure the planner s preferences in the 
allocation of resources to various fields of production. In view of 
the complete reliance on physical planning and the total centra 
lisation of economic authority m the State, banking and money 
become mere servants to help the planners m executing the 
programme of development In a partially planned economy like 
ours however money plays the role of the servant as well as the 
master To the extent the planners feel confident of whipping 
money into service at tlieir own behest money lias to render 
unquestioned obedience like a good servant and to the extent that 
the planners feel constrained to adjust and readjust their plan in 
accordance with the monetary needs of the economy the servant 
turns into the master Tlio planners stand obedient to the dictates 
of money planningitsclf being a divided process The considerations 
that wei},h with the governmental plan would bo at variance with 
the considerations tliat weigh with the plan of the private sector 
of the economy So far as the government is concerned, the aims 
and objects of planned development are not likely to be infiuenced 
by the desire for private profit whereas the private sector of the 
plan would almost entirely be determined by the profit motive 
This point seems to have a good deal of importance in examining 
the role of banking in economic development and the controversy 
about nationalised vs private banking in the context of planne<l 
development 

The principal object of planned economic development is to 
ensure a rapid rate of economic growth The pace of economic 
development depends on the rate of savings, the rate of investment 
and the input output ratio The banking system should subserve 
the goal of a rapid rate of growth by raismg the rate of savings 
promoting the rate of investment and so altering the pattern of 
investment as to ensure the maximum output input ratio m the 
economy Apart from the goal of a rapid economic growth vre 
have also aimef! in our country at the establishment of a socialistic 
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pattern of society •which implies increasing government ownership 
of the important means of prodnction especiaHy, capita] Mone 
tisation proceeds ahead simnltaneously with the process of 
industrialisation and expansion in the size of the marketable 
surplus The pattern of investment ■would be governed hy the 
ideals of planning m the public sector and the profit p ssibilities 
in the private sector We have to examine how far these various 
objectives of a planned programme of economic development are 
likely to be fulfilled by (a) private banking and (b) nationalised 
banking 

It IS one of the moat important functmns of the hanking 
system to mobilise the savings of the community by encouraging 
the habit of thrift and economy and inducing the people to hold 
their savings in the form of bank deposits A factor of key im 
portanee m this connection is the confidence w hich the banking 
system commands from the people It la true that the habits of 
thrift and economy are governed by the influence of many other 
factors besides the impact of a good banking sjstem Allthesame, 
it IS undeniable that a good banking system does have its own 
influence in encouraging savings If saving leads to hoarding, we 
better not have the savings at all excepting as a means of 
curbing inflationary pressures in the economy The savings of the 
community must find fruitful channels of investment This job 
must be undertaken by the banking sjstem In our country we find 
that the institution of banking is confined mainly to the urban 
areas The function of encouraging savings and mobilisation of 
travinga for purposes of investment remains still & far cry from 
reality Private bankers would undertake this function only if 
(hero IS a possibility of making profits The case for nationalisation 
of banking m the interest of economic development rests m our 
country on (i) the failure of private bankers in encouraging a better 
rate of savings (ii) the failure m commat ding ihe confidence of the 
people to keep their savings with the banks as is evidenced by the 
large scale investment in gold and jeiveJIerj and (in; the failure m 
the direction of showing to the people fruitful channels of incest 
ment Nationalisation of banking is likely to be helpful in 
promoting the economic development of the country to the extent 
that it helps in gaining the confidence of the people in view of the 
ohviou'ily unquestioned credit of the government The threat of 
bank failures could be ruled out Technical guidance could he 
provided to the invest! rs as to the most useful channels of inve&t 
ment There can be a rcvolutionarj change in the attitude of the 
people towards hanking cspeciaHy, m the rural areas 

11 e have to turn our attention to the role of the banking 
sj stem in promoting the rate of investment The Indian banks 
are mostlj commercial banks m the sense tliat their primary job 
has been to finance trade and commerce on n short term basis 
Prnate tankers hke other private entrepreneurs are interested 
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m the highest rate of profits as qaukly as possible Long term 
investment m indastrial undertakiJigs requires a better sense of 
adventure and enterprise and a preparedness to face the risks of 
the market The history of banking m our country shows that 
there is very little which the private bankers of our country could 
claim by way of long term encouragement for rapid industrialisation 
or for rapid agricultural development Nationalisation of banking 
seems called for to convert the banking system from the commercial 
to the industrial way of perpetrating their existence This does 
not mean that trade and commerce are unimportant All the same, 
an excessive concern with merely trade end commerce comes in the 
way of the real econpraic development of the country 

What could otherwise bo a potent instrument for rapid 
economic development has become in our country just a profit 
seekmg business The savings of the country find investment into 
wrong channels under the impact of the profit motive A wrong 
use of savings can be as much an obstacle to economic growth as 
the scarcity of savings Unfortunately for our country, we have 
both these evils abundantly encouraged by the pnvate banking 
system We could maximise theoutput input ratio only by selecting 
strategic fields of investment In the preaent system, guided by 

E rofits and favouritism, there is almost an anarchy as is evidenced 
\ the complete absence of any national consideration Nation 
alisation of banking appears a necessity as a complementary 
measure to ensure effective execution of the programme of develop 
ment, especially when we have the goal of establishing a socialistic 
pattern of society Banking is the most important key industry of 
the country and no socialist government can afford to have it in 
private hands 


POINTS TO RFME^IBER 

1 MonetuaUon uhxch corner alowt in the uake of industrial 
deielopment Lecomes the condition for economic growth and hence, 
arises the importance of the banking system tn economic deielopment 

2 In a completely planned economy the connection between 
banking and economic development u different from what it is tn a 
partially planned economy hie ours 

3 The ci))eclives of planning pertain principally to the promo 
lion of a rapid rate of economic groi^h for the establishment of a 
socialist society 

4 The efficacy of the banking system should he judged from the 
angle of la) the rate of savings, {b) the rale of investment and {c) the 
pattern of investment 
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5 The hanixng aysttmoj India thii iS controlled by private 
inSereals does not atand Ike testa on any the criteria 

C Nationalisation appears xmperatiie not only tn the interest 
of a rapid groutk, but also Jrom the angle of ealabhshing a sociahat 
aociely 


SI U Cl KBADINOS 

1 Lonij TlnorjofEeonomteQrouth 
- Baran B Patiifeot Fconamy o/0n>u(& 

3 Shatnia The Indian JUoney JllarLtl 



Q 1. “A monetary economy is essentially one In I'hich changing 
views about the future are capable of influencing the quantity of 
employment and not merely its direction ” 

Discuss in the light of the above whether India can be termed 
a monetary economy. {Bombay 1960) 


Ans. A monetary economy os distinguished from a non- 
monetary system 18 characterised by the dommant role played by 
money m the determination of the le\el ond pattern of economic 
activity. In a non monetary economy, proQuction, distribution and 
exchange are organised primarily from the angle of immediate con- 
sumption and not on the basis of iho expected monetary gam to 
he acquired through the proceea of exchange m terms of money A 

non-monetary economy coubl possildy exist only at an extrcmclv 
low level of economic activity under primitive conditions of product- 
ion and distribution Every improvement in the organisation of 
production and distnhution m the cour«o of economic evolution has 
been made possible partly because of the ease and facility provided 
by money as a medium of exchange, a measure of val e, a stnnda’-d 
in terms of which value could be calculated, and above all, a store of 
wealth which, prior to the emergence of the monetary system was 
required to bo held in the form of a store of umpteen commodities, 
subject to all the inconveniences of mamlaming a big godown. 


The view that monetary economy is essentially one in which 
changing views about the future are capable of infliiencmg the 
quantity of employment and not merely iis direction seems to 
equate a monetary economy With the capilalietic modo of production 
and distribution , for, it is only under the capitalistic order that 
changing views about the foture m terms of profit-making pO'oibilities 
are of decisive significance In a socialist soeiety, “changing views 
about the future” would not obviously refer to the pro«pcfts of 
profits m various directions since the entire bu«ine««i of orgnnifung 
• economic activity 13 not at all motivated by the i centive of making 
a profit "Changing views” in a society organised on the bans of 
the socialistic principles might refer to thcdifTerenoes of opinion among 
the planners regarding the mea<nir“s to Iw adopted to promote tho- 
highest good of society The motive of private profit being c^thened, 
expectations regarding thn future would not plav the sam significant- 
role that wc observe under capitalism. The quantity arid direction 
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of employment m a capitalist socie^ vould be deteiasicd co tiie 
basts of the expectaticcis of tLe entrepreneurial claeera trcaidnig 
the possibility of making a pro 6 t In other words, we bare to 
ezamme the relationship between expectations on the ooe hand and 
the quantity and direction of employ meet on the other. 

Expectations about the pF06pe<^ire change in prxes pJsy a 
decisn e role in shaping the mind ol the entteprroeunal clas^ in 
their decisions about the volume of mveetment to be oedertakn 
Actuated as they are by the incentire of making the largest amount 
of profits as quickly as poBSibte. their calculations Noold be based ce 
the expected difierenoe between (he present pncea and the future 
prices— of course, only the positive diflrrenie. The pcoepecta of a 
negative difference vould obviously deprfsa econcmie activity to its 
lowest ehb and would act as a great stumblmg block to econoaiie 
progress Production m anticipation of a future demand must 
necessarily be conditioned by the changing viewa about the future 
The vie\iB ID question would bo views about the expected change in 
the sale prices as against the change in the purchase pneea. What 
matters for the entrepreneunal classea is the excess of toe sale prices 
over the purchase prices 

The KeyneeiAQ eoonomio analysis drawa a hesie distmetion 
between tlio long term expectations and the ahort>tenn 
expectations and contends further, that there is hardly 
any rational ground to be either optimislie or pessusutie 
about what is going to happen in (he future — even m the very 
near future say after about five years The tendency of the eetre 
preneuf lal claseee seems to bo to allow themselves to be too rashly 
and disproportionately uifluenocd by the irrational projectiooa of the 
present into the future There are waves and waves of optimism and 
pcasimism which move the entrepreneurs to take f heir stndes m one 
direction or the other The buoyancy induced by an optimiatio state 
of mind lends to intense economic activity and the collapse of spirits 
produced by a peesiinistio stale of mind does mcslculable harm m a 
depression of economio activity 

The quantity and direr(*on of employment in the long run must 
obviously be ba^ no mucly on the expected rate of profits 
which in the Keynesian termmotogy is the marginal efficiency of 
capital but also on the n(Hi economio motivation of the entrepreueors 
to venture out into new fields just for the thrill and roasDee of ^ 
new adventure There is a good deal of economic activity that 
emerges out of the sheer spontaneity of natural optimism of the 
entrepreneurs But for such spontaneity, the sum total of economic 
activity would be very smalt indeed, in the world 

The prospects of a good mcrrase m the volume of employment 
get greatly atrophied becau'w of the undesirable diveraion of the 
mvestible funds mto speculative activities, motivated by the desire 
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to reap a rich rffiraxd of profits mthio the shortest penod of time 
The stock eichanges keep cb re-assessmg the value of the existing 
mveatments m terms of the expected yield of dividends and evoke 
certam psychological moods with the mvestmg classes to employ 
their funds in one direction or the other in search of a fortune Th« 
harm done to real investment and emplt^ent by the misuse ot 
mveatihle funds for speculative purposes is highly anti social and 
needs to be curbed by law to the extent possible There is, however, 
a likely chance of an adverse eflect as well The stock exchanges 
give a peculiar sense of security to the investors because of the 
command over liquidity provided by the stock exchanges Investment 
and employment receive a stimulation to the extent that investment 
IS undertaken with a clear eye on the possibility of realising locked up 
funds in the liquid form at any time m accordance with one s conve 
nienoe and requirements 

The volume and pattern of employment would be governed by 
the volume and pattern of investment m the economy The volume 
of investment would turn on the availability of mvestible funds and 
the marginal efficiency of capital The former would depend on the 
liquidity preferenoo of the people token in conjunction with the 
fiscal and monetary policy of the state and the latter would depend 
on the changing views a^ut the future The marginal efficiency of 
capital depends to a large extent on the marginil efficiency of labour 
as well, along with the dependence on tbe uncertainty of changing 
prices In a monetised economy tbe volume of employment turns 
on the marginal efficiency of capital (which mcludes marginal efficiency 
of labour os well) and tbe level of money woges Tbe workers are 
extremely sensitive to the level of money wages and not so much to 
real wages A reduction m real wages brought about by a rise m 
prices is not resisted with the same passion as a reduction in money 
wages The entrepreneurs also are equally concerned with money 
Money obviously moves into those chmneis of mvestment and 
employment into which there are better chances of making still more 
of money A monetary economy is one in winch money is the master 
guiduig the course of the economy 

In the light of the salient features of a monetary economy, 
India cannot be termed a completely monetary economy In the 
primary segment of the Indian economy production is organised 
primarily for self subsistence and not for exchange m terms of money 
' Production is hardly price elastic exceptmg m that part of the 
primary sector which is commercialism in the sense that the pro- 
ducts of this sector have to seek a market for exchange in terms of 
money The production of such commodities would be guided and 
governed by the prospects of making a monetary fortune Tbe 
organised sector of the Indimi economy is certainly completely 
monetised smee the motivation behind such economic activity is 
exactly the same as we find m the case of a monetary economy A 
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large proportion of the economic actiTities of our country are carried 
on either for self'subsistence or for amall barter and hence the only 
conclusion which Tre could draw IS that India is a monetaty economy 
only m parts The volume and pattern of employment in the Indian 
economy is not totally depraident on the role of money We are 
mduBtriabsin'T and monetismg tlie economy and in course of time 
oiirs also would be a monetary ecmiomy 

POINTS TO REMEMBER 

The sabent /eebires of tncnrtaTy as against a nan monetary 
economy centre around the reU of money 

It ir, perhaps, wrong to equate a monetary economy with the 
capitabstie order of socuty 

"Changing niniJ about the future * have a decistie role to play 
under capital sm but not so under socialism so far as money ts 
concerned 

The entrepreneurs are guided by waves and waves of optimism 
and pessimism Expectations play a decisive role in the 
delermtnehon of lA- volume and pattern of employment 

The desire for quick pref Is does a lot of harm as ts seen on 
the stock exchange 

6 Investment IS undertaken on the basts of the expected M EC n 
conjiru ton with Ike rale of murest 

7 TA< Indian economy ts ony partially monetised 
SELECT READINGS 

Keynes General Theory 
Klein Keynesian Economies 
Dillard Keynesian Economies 

**** 

2 While Keynes’ ibrec baste factors the propensity to 
consume, the marginal efficiency of capital and the interest rate are 
independent variables they are neTeribcIess closely interrelated " 
Develop this statement (Mysore 1957) 

Ans The three concepts of the propensity to consume the 
margmal efEciencv of capital and the rate of interest constitute the 
e Jifice of the whole Kevnesian model of income and employment 
These factors are independent vanal les of the system m the sense 
that one 13 not functionally related to the other But still they are 
mterdependent variables m tlie sense tliat they together determine the 
levels ot income and employment in the community and a change in 
one variable has Its repercussions upon the other two variables As 
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Kevne? h^3 p it it Tliesa il^term nant^ (rate of mtereat marginal 
effi''iencj of c-ipital and tho propensity to consume) are in leed 
themselvei complex and each is capable of being affected by 
prospective changes m all others Bnt they remain independent 
in the sense tbit tbeir la) les cannot be inferred from one another " 

>*ow let US See how tbev are interreKte ' and how the3 together 
determine the aggregate income and cmplojment 

The rate of interest according to Kevnes IS determined by the 
snpply of moncj in conjunction with the demand for money The 
snpplv of money 13 determmeil by the banking sjstcm and can be 
taken to he given at any pomt of time Tiie demand for money 
mav bo of three types (a) transaction demand (b) precautionary 
demand and (e) speculative dcroaml The first two t%pes of demand 
for money are in«en«itivo to changes in tbo rate of interest and 
sensitive to changes in the level of income while the speculative 
demand for money 13 highly interest clastic * If M be tie supply of 
monev ^ the level of income and r the rate of interest we have the 
relation called the Liquidity Function 

M-/(r y} 

It is conceived that the demand for money n«p9 with rvn mcruse 
m income and falls with an increase in the rate of interest 
This functional relationship kaayr 
been represented m Fig I The * 

Supply nnd diniand for money 
are represented on the x axis 
and the rate of interest on the 
J axis ^ 

Let the total quantity of 
money in circulation be OA| > 
which is given and constant and^ 
that is why the supplv curve of 
monel is a vertical straight line 

Q Ix't Iff’j' be the bq iidity 

preference soiled lie at ft givta level O MX 

of income y It slopes downward Fig ] 

showmg that tho deman f for money rises With a fall m the rate of 
intore^ and nci ttna The rate of interest r js determined at the 
pomt P whore tl e supply of money is exactly equal to the demand for 
money Nov 'et tl e level of mcome rise to y and on account of this 
the liqiii lity pref rence schedule iiscs to L^ The rate of interest 
rises to r where the supply of money again equals the demand for 
money 



1 Keynes — Gtneral Tbfery p Ji4 

2 See Answer to Quesnoa No 1 
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The propensity to consume means in plain language the desire of 
the people to spend their ineome on oonaumption goods 

What are the factors upon which the propensity to consume 
depends ? The single fundamental determinant of the propensity to 
consume is the level of real income There is a positive correlation 
between oonsvittiption and incom^ As the level of income rises the 
people have a stronger tendency to consume and w« o<fja But it 
IS significant to note that when mcome increases the consumption 
does not rise by the full amount of the increase in income Keynes 
contends that when income rises the consumption increases by less 
than proportionate increase in mcome To put it technically the 
‘ marginal propensity to consume’ is less than unity The margi- 
nal propensity to consume is the ratio of the change m consumption 
to the given change in mcome The margmal propensitv to consume 
being less than unity implies that when income for instance increases 
hy 80% the consumption increases by Jess than >«0% say 60% so 
that the marginal propensity to consume is equal to C0%/80% or 75 
Similarlj when income decreases say by the consumption 

decreases by 20% the raatgmal propensity to consume is eaital to 
20^/ /30% or 6C The maintenance of consumption at a le^el higher 
than the fall in income is made possible by tl e drawing down of the 
past savings 

The propensitj to consume also depends upon the rate of 
interest But the rel itionship between the pTopennty to consume 
and the rate of interest is however remote and indirect * It is 


postulated that a rise in tl e rate of interest by increasirg the propen 
sity to save weakens the propensity to consume If C be the aggregate 
consumption y tiie level of income and r the rate of interest we have 
the relation called the Consnn | tion Function C -/ {jr 

Assuming that the rate of interest is given and constant the 
relation between income and consumption has been represented in 

f-e = y, 

Infhedagram 0\ represents 'I 
the I«ull Lnc or the zero- 
saving line showing that at all 


the levels of income 


•noumptio 


IS exactly equal to income In tins k: 
case the marginal propensity to & 
consume IS equal to nnitv Thi'-S 
line serves as a standard The Lne^ 

(it may be a curve also) BK §j|f} 
represents the actual propensity to 
consume To the left of p it 
IS above the Aull Line indicating 
negative savings i e when income 
falls the consumption does not 
fall by the full amount but less 
than the reduction in mcome Be- 


y 

INCOME 


K\inbiti-~Jnirodueiion to Keynes on Dynamics p 40 
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)0D<1P, there are positive savings — but MC lies below to the nght of 
the KoU Lute showing that when income ri^es, the consumption 
mereascs bjr less than the nae m income The line MC does not start 
from the ongm, O boonnse when the income is zero the consumption 
is not ml * 

The Harginal Efficiencv of Capital is defined by Keynes as 
' that rate of discount which would m^o the present value of the 
senes of annaities given by tho netuma expected from the capital 
asset dunng its life jnst equal to its snpply price ' * In plain language 
the marginal e£Bciency of capital means the expected rate of returns or 
profit by the mvestors over the life time of capital asset The level 
of mvostment la determined at the point where the marginal cIGciency 
of capital IS equal to the rate of iniereat If J be the volume of 
investment, r the rate of interest and C tho volumu of consumption 

then We have the relation, I== C) 

It 18 postulated that a fall m the rato of interest increases tho^ 
marginal efficiency of capital relatively to tlio rate of interest while a 
fall m consumption reduces it 

The snpply of money in conjunction with tho demand f >r money 
detentnm.^ I v rate of interest given the level of income The gn en 
level of income together with the rale of interest tletermines the 
coiiBumption Tho volume of consumption and tho rate of interest 
determine together the level of invesrracnt If the level of investment 
rorresponds to the point where the marginal eflicienry of capital is 
equal to the rate of interest the system is in cc|mhbrium otherwise 
changos would take pKco in the variables until they are equal to each 
other This process of causation has been explained in figures 3 4 
and 6 



In Pig 3, the Ly curves represent the Iioiiid tv preference 


t Ku(iPara-^;r cil , p 32. 
* Keyoe>— tfp ell , p J 35 
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scliedules at different levels 
of uicome Given the level 
of income the supply of 
mom y JI and demand for M 
detiiniine the rate of interest 
r^. In Fig, 4, the r curves show {J 
le\ch of consumption at differ- ^ 
cnt rates of interest. The 
gi\eii level of income and 5 
the rate of interest Tf, determine 
the consumptmn Cq In Fig. fl, 
the rate of interest rt,ai^tbe 
consumption Co determine the i 

volume of investment I,. INVESTMENT 

Fig 5. 

It IS thus deer that there IS a close iDterdependence among the 
three apparently indepemlent variables 

POINTS TO REMEMBER 

/, 7 hi thru fundamental tanablet cf tht Keynesian system, the 
rail if tntrrrif, prepmtiy te tonjumt and IA« maijifid 
ejficienry of capital are independent in the Sense that they at 
I ot functionally related to am another. 

s. But they are interdependent because lhay att and react upon me 
another and thus deltrmine the levels of income and employment. 

SELECT READINGS 

I. Keynes ; G«ero/ Ch. XVIII. 

3 Hatisen: Gut<2er<? Xeynei.Ch ll.pp I65-IS9 

3 Lange, Oscar Theoty of Interest and the Oplimum Propensity to 
Cci suine tteodmgi $n Monetary Theory (A E A ) 

♦ ♦♦♦ 

Q 3 Examine the effect of a georral wage cut on the volume 
of ecnployment. (Delhi I960) 

It IS imposible to increase employment throngh a reduction 
in money wages\ Give reasons for your answer. (G'anbati 1959) 

Ans. According to the classical school, the basic determinant 
of the volume of employment at any time is the level of wages. In 
a competitive economic system^ the clasaicista contended, where the 
wage rate w determined by the free play of the forces of supply of 
labour and demand for labour, the possibility of any permanent 
■unemployment IS ruled out For, rf there is unemployment »i, 'f 
the supply of labour is greater than the demand for labour at any 
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There ftre certain additional grounds on which a flexible 
monetary policy is to be prrferred to a flexible wage policy. First, 
a policy of general wage cut, even if the trade anions could be 
persuaded to accept, goes agMDSt the democratic ideal of social 
justice The fixed incomes and particnlarly the rentiers receivmg 
mcome from bonds and other fonns of contractual aecunties would 
gam a real advantage at the expense of the workmg class Secondly, 
slower price level consequent upon the wags ent increases the real 
burden of both the private and public debts If the public debt is 
very heavy, this becomes a major objection to any deflationary 
policy like wage and price reductions * Thirdly, m the case of an 
unclosed system, a reduction of money wages, though jt imptoves 
the balance of trade is likely to worsen the terms of trade and thus 
there will be a reduction m the real income • 

A reduction m the rate of interest on the other hand, is 
within the easy reuch of the monetary authonty and its impact on 
the level of employment tna the volume of investment is much more 
direct and immediate 

Keynes while writing the Central Theory did not consider 
the ‘ Pieou effect ' ’ But the Kevncsian conclusions are in no way 
impaired by this. 

Prof Figou has introduced into the classical savings function 
an additional variable namely the real value of cash balances’ 
ThusS-F(i J,MP),wherei is the rate of interest, J>, the level 
ot mcome M the quantitv of money in circulation and P, the 
average price level so tha* M'P is th real value of evsh bahnees 
By basing his analysis on the assumption that a higher real value 
of cash balances is .tseociated with a lower propensity to save, 
Pigou contends that falling wages and falling prices by raising the 
real value of cash balances would step up the aj.greg&to consumption. 
An inerea«e in consumpti >n would lead to full employment through 
an increase in investment 

It has been r ghtly contended bj Prof K K Kurihara thaj 
the falling wages and prices instead of promoting consumption 
may strengthen the propensity to save ‘For W'lth wages and prices 
declining unhindered consumers’ over ali asset position can be so 
impnrtd as to strengthen their desire to add more to their assets 
and less to their consumption, especially if the real value of consumer 
durables is reduc-ed much more than that of liquid assets is 
mcreaseil ”* Prof Patmkin on the other hand has emphasized that 

1 Keynes— op cjf p 2sg, 

Z Kcynes-op.W/.p 263. 

3 N iCdldor Prof Pigon on Money Wages in Relation lo Unemploy 
ment. Economic Journal 1937 

4 K K Kurihara..~/nrnM&c/ioR to eynetia/t Dynamics, p 169 
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the po88ibl6 Btimulftting effect of larger real caeli balances on 
consumption may well be offset b> the discouraging effect of 
mcreased debt burden (m real terms) on consumption due to lower 
prices, to leave the net effect negligiWe, if any ' 

Prof Oscar Lange has scl the problem whether a general cat 
in money wages is capable of ensuring full emplojmenfc in the 
framework of tho general equilibrium analysis He considers wage 
flexibility as a special ca„e of the general theory of price flexibility 
and analyses the conditions und<r which wage flixibilitj maj be 
successful in restoring full employment equilibrium * 

Let there be unemployment of n factor of production If the 
factor price la flexible it wouH fall uhich uotild generate two 
effects First tlic prices of all other factors being constant a fall 
in the price of the uncmploxcil fwtor induces a substitution of this 
factor for other factors Tlii'i is caflwl tlo ‘substitution effect”. 
Secon llv the marginal cost of th commoclitics into the production 
of which tilts factor enters would fall TTie prices of products 
remaining constant this would cai)«e nn expansion in outpnt and 
therefore incrca«c the demand for the nnemplojed factor Tins is 
described bj Lange as the expansion effe d 

So far the prices of other fictors and other commodities h&yo 
been assume' to remain constant hut ilicv are aI«o subj ct to 
sanation Mlicn tho oncmplosed factor la eiihstitutcd for other 
factors the demanil for other futors fills and therefore their 
prices The substitution effect can take pliceonh when the prices 
of the other fictora fallless than m proton on to the fall in the 
price of tho unemploae<t f ctor SimilartN the expansion effect 
can matenshse only when the prices of the commoilittes produced 
With the unemployed factor fall less than in proportion to the fall 
m the marginal cost 

Under what circumstances wall tliPRe happen Lange’s 
answer to this IS that the monetary effect” rhould le present and 
It should be positive He defines monetary effect os the reaction 
of tl e community to a proportional change in all prices i e whether 
the cominunitv reacts by a subatilntion of goods for money or by 
a substitution of money for goorls ’ Tlie monetary effect is said 
to be positive when ‘ a proportional fall of all prices causes a substi 
tutiofi of goods for money and fue versa ” 

That a po«itive monetary effect is essential if the reduction 
in the price of a factor of production is to I e successful m restoring 
full emploament can bo seen by considering what would happen m 
a situation «1 ere the monetary effect Is absent or is negative.. 
Lot tho prices of all factors and products fall in the same proportion*^ 
as the price of the uncmploved factor There will I c no substitution 

1 Kurihara— 0/5 eti p 169 

2 Oscar tzait—Price Flexibility aud Full Employ rcni Ch 1 
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of the unemployed factor for other factors or of one product for 
another nor will there be any expansion m the output because the 
product prices fall m exactly the same proportion as the factor 
prices If on the other hand, the monetary effect is negative both 
the substitution and expansion effccta uould bo negative leading to 
an increase m unemployment. 

Thus from this we can ccmclude that a general cut m money 
wages would be capable of restoring full employment of labour only 
af the monetary effect la present and is positive 

POINTS TO REMEMBER 

7- That a geniral wagr cut u tke appropriaie remedy for unemplty- 
ment end depression u tke central tenet of the classical theory 
of employment 

1. Keynes challenges Ihu thestsonthe ground that a general u age- 
eat iLould adversely affect the aggregate volume of effeetae 
demand and therefore employment 

ff. Pigou's contention that falling wages and prices would encourage 
consumption does not hold much ^er 

y. Lange constdiTS the prohlem m the context of general e^uilibirtum 
aoalyus and concludes that a policy of wage cui can festore }ull 
employment onh if the monetary effect <s present and ts pontwe 

SELECT READINGS 

1 Kaldor, N Prof Pigou on Money Wages in Relation to Unemploy* 
ment Economic Journal, 1937 

2, Keynes J M General Theory Ch i9 

3 Konhara, K K lairoduetion to Krynestan Dynamics, Os 10 

4 Lange Oscar Price Flexibility and Full Employment, Cbs 1-3. 

5 lUosen Guide to Keynes Ch 10 Ipp 179-182) 

♦ ♦♦ » 

Q 4 ‘So long as there is unemployment, employment will 
■change In the same propaction as the qaantity of money^ and nhen 
there is full employment, prices will change in the same proportion 
as the quantity of money ” Discuss (Bombay 1957) 

Ans What precisely IS the relation«hip between the quantity 
of money in circulation and the volume of employment and the 
general level of prices has been one of the principal topics of the 
General Theory of Keynes The Gi neral Theory contends that the 
volume of employmej.t m the pre full employment* period sanes 
directly m proportion to the change in the quantity of money. 
Similarly, it ls held that the general level of pnees after the attam- 
ment of “full employment”, changes directly in proportion to the 
change in the quantity of money. It is clear there are two pomts 



imtiotmikt, QTHKim or hosit aho rEicjs IS 

moooy and ''”P'°5'g .luilysed on the basi. of 
„„„cy »d pr^B Both to« w_ ^ ^ 
assumption that lun e I J . ono etago of the 

because currently, wo of ‘full employment that is relevant 

Ooner.1 Theory “ ““lo-- 

e ird;r:.iSoVrror»ir^^^^^^^^ « oo.po. 

Keyne, .o >>« =7t,^»l„rot7„'"fn loftS 

resources a given y implied an organised sensitive! 

l7eT«»d 

ood /high degPM of molrditj of Ubour 

‘^hTSuh" oXiyXm eSrorn'o 
;r s,” MUmpIoym.^ 

not Imve been b . jj „„ f„u employment for a reasonably ling 
eould “‘'f’Xbeler 111 bay e Hf of markets aeeording 

time IbitKc; nos n ^^^^ii^y im startc 1 from the 

towbichsnliply ercaM t siinttity for 

{rc“ttrel7o"dScienc,\t cITee.iao demand i, as a regular 

feature of the developed economics 

Wc find lliat though Kejnes .as more concerned intli the causes 
of th™ defcicney of elrectiie demand tvliich forced the c onomy to 
mmmn at less ll, an full employment position he ii as nii are of the 
fa”t thatat limes the economy may be piisl.ed hejond full employ. 
Sent position by art, lieial mean. In eucli a aituatioii not real 
Sotment and income but pneca iv.ll rise Tor a fuller analysis, 
Sefore ore discus, in bnef a, hat neeordmg to Ivey ncs enusea on 
eSLent hoar this unemployment can be remedied and ivbat 
Sens 1 . 1 , en our measures arc alronger than required by the 
Circumstances 

First of all It must ho noted that by full cmplojmcnt Keynes 
. means absenc) of involuntary unemployment Functional unemploy. 

and voluntary unemployment aro permissible m the Keynesian 
ZTcm just as they are allowed m the c ass, cal system but onco 
full employment is reached so ihat all tho^ who want o get employ- 
L the kOing wage rate aro able to find jobs further pushinK of 
iho forces which Lught about this full employment will not bo able 
to further increase employment and income ^Vlth the existence of 
unemployment, by definition, an excess capacity in tho sense of 
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unemployed resources exists and tberefore increasing employment 
tnll mean mcreasing real employment as veil as real mcome and 
output But once full employment is reached, further increase m 
^mand for factors of production will only mean raismg their prices 
mcrease in emplo 3 Tnent only m mon^ terms and increase in output 
■only m so far as their monetary value is concerned 

The causes of unemployment m a developed eeonomy are found 
by Keynes in the deficiency of effective demand The interaction 
of aggregate supply achedole and aggregate demand echedule deter 
mmes the particular volume of output at which sale proceeds equal 
aggregate coat' says Hansen m Guide to Keynes (p 29) But this 
output may not be the full employment output if the aggregate 
•demand is not enough According to Keynes this aggregate demand 
ts the sum total of consumption demand and mvestment demand 
■and so long os the sum of these two is not enough to call for full 
•employment of resources of the economy there will be unemployment 
which ca 1 be eradicated by mcreasing this aggregate demand Keynes 
analyses tl e causes which lead to the tendency of this aggregate 
•demand of remaining less than the required magnitude The causes 
are found in falling marginal propensity to consume and falling 
.marginal efficiency of capit^ With rising mcome marginal propensity 
to consume falls so that the gap between the total demand needed 
for sale of all the supply and the actual demand for consumption 

S oses goes on increasing both m absolute as well as relative terms 
gap con be filled up only tlirough investment demand which 
however is a function of the rate of interest and the margmal efficiency 
of capital Xow it so happens that with rising mvestment and 
income margmal efficiency of capital also falls because with given 
productive resources etc the opp rtunitiee for further profitable 
investment decline and the mvestors feel that it is now less profitable 
to make further investments The result is that while %ve needed 
an ever increasing investment to fill up the increasing gap between 
the effective demand ond the aggregate supply price investment 
tends to lag behind because of falling margmal efficiency of capital 

The remedy is simple We should increase the aggregate 
demand so that the supply which full employment of the economy is 
able to provide can be sold profitably To increase aggregate demand 
Keynes suggests creation of new purchasing power by deficit financing 
by the state by public works programmes etc It is here that we 
come to his famous remedy of increasing employment in the economy 
by increasing money supply Accoidmg to Keynes investment 
u a function of the rate of interest and marginal efficiency of capital 
Now given marginal efficiency of capital investment can be increased 
by reducing the rate of interest And rate of mterest is determined 
by liquidity preference ond the supply of money Hence by mcreasmg 
the supply of money it should be p(»8ible for the monetary authon 
ties to i^uce rate of mterest and thereby increase mvestment leading 
to increase d demand employment and output 
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Now if we increaBe ibe sopply of money when there is less 

fnil ezaployioent in tie economy, income and employment will 
iDcreue &nd the multiplier proeeea will come into action 
But multiplier works in cuch a way that mcreaee m income and 
employment tapers off at the end unless further etimuios is 
provided However the economy baa a number of eectors and 
Bub-sectors and quite often at an early stage farther mvcstment jn 
some of them is required In other words, the acceleration process 
t comes mto being This mveetmn t however needs finance which can 
be provided if more money « created As existing supply of 
money is being utilised for existing flow of mcome and employment, 
further mvesfment will be facilitated if more money supply is created 
And once new mvcctment is made excees capacity will be created 
making it possible for the multiplier to work again and increase 
employment Thus so long as there is less than full employment 
increasing supply of money will bo ablo to increase employment 
either through mult ptier action or through accelerator or both Aleo 
we can say that m the case of less than full employment situation* 
injection < f extra money means direct addition to money incomo and 
by virtue of excess capacity direct addition to real employment and 
mcozoe by creating extra demand 

The difficulty arises when the economy reaches the stage of 
fall employment At this stage by definition output becomes rigid and 
BO does employment Effective demand may still be increased by 
mereaemg money supply and by creating more of purchasing power, 
but here the multiplier will bo able to create only more of money iz>« 
come There IS no excess capacity and no mvoluntary unemployment 
at going wage rate and benco enploymeot cannot be increased In 
creased money supply and hente increased demand will only manifest 
itself in terms of increased prices Since on the one band the f ow of 
money income will be increasing and on Ibo other the Sow of 
goods and services will be practically the same the result will be a 
nse m prices We can soy that beyond full employment iho multi 
pUer will start dis«ipaling iteelf into a nse m prices Prior to full 
employment real mcome multiplier, money mcome multipl er and 
employment multiplier were the same rviw ve shal] bare to diatmg 
uish between the three Increasing money supply once full employ- 
ment has been reached will mean nsmg money demand tn the face of 
a constant flow of goods and services resulting in mcreaEed prices all 
round Factors will also rise in prices mcluding wage rates It is 
however, not necessary that fall employment level should be on 
absolutely ngid level It is quite possible that with rising wage rates 
some of the labourers who were unwilling to offer themselves for 
eiuployTuent at the go ng wage rates now offer themselves for employ 
meat when wage rates have risen This increase in wage rate 
may not be real in the ecdc© tbat this may not represent 
a real nse in wage rate rather it may represent an actual 
decline in real wages if prices oi consumption goods are rising more 
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than money wages, as is almost inevitably going to be the case. 
3Ioney ilJusion may be preset under the impact of which more 
workers now o0cr themselves for employment Due to this reason 
employment may mcreoso somewbat beyond the original level of 
full employment But such is only a temporary thing We can even 
say that the attainment of fall employment strained the economy to 
push its full employment ceiling somewhat upwards 

But this pomta shaiply to the fact that it would be wrong to 
state tbat beyond full emplormcnt money supply will raise the prices 
in the same proportion It fun employment ceiling can be raised, if 
real output can be somewhat increased prices will, to that extent, 
fail to register an increase But on the other, anticipation of rising 
prices may lead to increased vclocitv of circulation of money , causing 
a more than proportionate increase in prices Similarly, before full 
employment the operation of time lags in the production field can 
raise the prices somewhat obstructing a proportionate increase in real 
income and real employment 

Hence can toiicludo tbat though in a simple manner it is 
correct to say that before full employment mcreasing money supply 
reiaeacmploymeul lu the same proportion while beyond 'ull employ 
ment, it raises prices in that proportion, we must keep m mind that this 
IS only a simplified truth In actual practue even before general full 
employment is rcachi^d it is quite logical to assume that there will 
be some industries where full employment will have reache 1 so that 
in their caso acceleration prices will start working and in the pfe«cnco 
of time lags 111 the increasing of resources etc it is quite natural that 
factoi prices in those sectors should go up Again with rising 
investment n those sectors it is not necessary that output should 
increase instaataneously and at constant returns so that prices can 
rise. However a general pneo rise in almost all the sectors will 
take place when full employment m all the sectors has been reached 
and therefore it will not Jx> possible to incrciso emi 1 yment further m 
any apxireciable way The only result will be a general rise in prices 
To quote Keyjies ‘Thus if there is iwrfectly elastic supply so long as 
there is unemployment and perfectly inelastic supply so soon as 
full employment 18 reached and if effective demand changes in the 
same proportion as the quantity of money the Quantity Theory of 
Money can be enunciated as follows So long ns there is uneiaploy. 
ment employment will ch.«i„e m tbo same proportion as the qu intiiy 
of money and when there is full employment prices will change in 
the same proportion as the quantity of money ’ {General Theory, 
pp 2 ‘j5 2 b 

Till- toucluMoii wl ich <aner{,es is that cmploymeni, output 
anti puces ate ciosely counected with the quantity of money in circula- 
tion espeu^lly &o aiu-r the attainment of lull tmployment and in 
the sfiuic leiiod in the monetised industrial ccononiios which fane- 
tiou uiicei the motivation of maximisation of jirivato profits, th* 
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Inre of amassing ' currency notes becomes so powerful tliat money- 
plays a decisively active role in the determination of the level of 
economic activity Tho role of money after the attainment of full 
employm nt is particularly eignihcint It reveals the limitations of 
playing on the monetary mechinism with a view to stabilise or pro 
mote econom c activity and this is partiralirfy relevant in the context 
of the backward econom es which often find themselves at a level of 
full employment at extremely low levels of productivity In the 
backward economies, the advisability or otherwise of !dij,e scale deficit 
financing could hi. analvsed only in the li.,ht of the Ivejuesian anlayeis 
with respect to emploj merit, outpat and pncei 

POINTS TO REMEMBER 

/ KtjneS confined himself to onfy developed free enterprise economies 
in the short period 

3 Here Keynes found that Say s low may not operate leading to a 
chrome under full errtploymeni because of falling marginal 
propensity to consume and falling marginal effiiency of eapital 
Ther-nU IS that aggregate demand ij not enough to match 
api,regate supply ptue at full employment 

j Because of the existence of unen ployed resources and high mobility 
of factors of production, tncrram^ money supply will increase 
demand money income and k nee real income and employment 

4 But beyond full employment real output and employment cannot 

be increased so increased money supply only increases prices 
Multiplier iiss pales itself m ruing pr ces 

} But in this simplfitd picture tf ue meorporate sectoral full employ 
mint acceleration prmcipie and the possibility of increasing the 
supply of factors to some extent beyond full employment u.e see 
that even before full employment prices may rue someuhat and 
even beyond full employment they may not rise in th^ same propor- 
tion or ike may nse more than proportionately due to increased 
velocity tf circulation of money 
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1 Samuelson PA Tnlersction between the MuHip! er Analysis and the 

Principfeof Acc*l-ration Tfie Review of Economic 

Jlvnnlvs- 
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Q 5 ‘ Tbe Kcj'nesian theory is a geoen] tbeorj of lacojae 

deUrminatton Jt is valid for a developed as well as an nnder- 
developed economy ’ Discnss Is there a case for' separate theory 
for an under developed economy ? (Bombay 1958) 

Ans Keynesian analysis baa the unique distinction of shaking 
the believers in the infallibility of classical economic thought out of 
their smug complacency Ihe protagonists of classical economics 
mcluding Marshall and Pigon presumed that the system of Caissez 
foire was the bast under all circumstances and that the disturbances 
and dislocati n caused by tbe ups and downs of business would 
automatically be set right by some ‘invisible hand In accordance 
•with the traditions handed down to them right from the days of 
Adam Smith they were brm believers m ‘nature cure” for the illi 
of the economic organism Tbe ebb and flow of economic activi- 
ties appe.ired to them noUiing more than a passing pbaso in the 
eternal march of man to progress and prosperity 

The depression of the thirties delivered a sledge hammer blow 
to the faith ot the economists and forced them to revise their 
thoughts entrenched in traditionab^Q) The leader of a fresh mods 
of thought which hul to depart sharply off the traditional grooves 
into new channels turned out to be I/ird J M Keynes Uie basic 
proposition of Keym 8 was that there was nothing automatic in ths 
«conomic machani'^m which would guide man from depression to 
pro«perity ‘Isafurccure wasa reoiedv when there wav no disease 
to be cured and whenever some indi'position did occur tins cure 
•went to the wall forcing the economists to think de noco The 
Keynesian teclinique of economic ai alyeis represents a certain .evo 
iution of revolutionary thought in response to the needs of a highly 
uidustriali^ed economy cau^t up in the abyss of a depression and 
atrugeling bard to get out of the morals of falling prices, dwmdling 
profits risin ’ unemployment craahiUg incomes and mounting miseries 
m the fact of men and machines fctan<ling idle and economists won 
dering agape it tbe charms aiul marvels of classical economic ana- 
iysis Ixird Keynes contended that a solution to this sad spectrum 
could not Vio found by the gr-nd poise of the state, looking at the 
phenomenon in a passu 1 j tic posture He exhorted the state to 
undertake some definite positive mt^ures to combat the evils, atten 
ding on the depressive pha^-e of the economy He advocated primanly 
three policy measures — (a) to keep a watcti on the economy, to smell 
dangers around the corner before the troubles actually set m, (J) to 7 
keep a plan of public w<»ks ready for execution even with a short) 
notice, and (c) to adopt such monetary and fiscal measures as would 
flrtr mf ihftiT nr Cihr laantuiny' 

Tbe question that cornea up at this juncture is about the extent 
to which the Keynesian mode of thought could usefully be applied 
for the planned develc^ment of under-developed economies The 
first pomt to notice is the fact that Itasstz faire is no longer accepted 
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m any under developed 'krea of the wotld as a dependable way of 
developing the economy Planning which was supposed to be 
mainly a totalitarian technique of economic development has now 
come to occupy a respectable place m tlio most vociferous of demo* 
cracies Smctification of planning in some form or the other even 
in capitalistic economies is the direct outcome of the Keynesian 
Revolution That the order developed countries of the world aspu-© 
to brmg about economic growth through a planned pTOgramme of 
development owes as much to Keynesian thinking as to the demon 
stration effect of Soviet planning ff the state be advised to assume 
soma important economic responsibilities in the highly advanced 
industri \1 economies the need for state-action is all the more in the 
backward countries of the world which languish in a chronic shortage 
of private enterprise The Kojnesian mode of thought is applicable 
to any backward area of the world m so far as tho argument about 
the need for state action is concerned 

The second proposition of the Keynesian technique js the need 
for keeping a vigilant w atch over the economy with a view to foresee 
the troubles in a Ivanco In an under developed countrv the troubles 
ate chronic and not occasion vl and hence the need is not for an 
ai hot diagnosis but for a tiioroU(.h going eaammation of the entire 
structure of the economy What is ne^ed in an induftriallj ad 
vanced country is i vigilance committee to play the role of a watch 
dog o%er the possible occ trrcnce of disturbances whereas in o back 
ward economy the need is for a i lannmg commission to undertake 
a full survey of the resources w th a view to formal ue a delnnto ond 
detailed progtamoio of planned development o^erap'Tiod of time 
The responsjbiluie} aggravate m proportion to the seriousness of 
the problem an I what looks an innocent vigilance committee m an 
advanced country becomes an august body saddled w ith the onerous 
burden of initiating the economic development of a country because 
of the situation of under developed cconomv crying foi an immediate 
solution It seems therefore that tho sccoml proposition of Keynes la 
applicable to tho situation of a backward economy on a scale mucJi 
larger than the one a isuali&ed m tho context of a developed country 
What tho und"r developed CO intrics need is mare than a vigilance 
committee entrusted with much greater powers and responsibilities 

So far, wc are in agreement with the Keynesian tcchnquo as 
j applied to the problems of development of an under developed 
economy This brings ns to an area of dispute Economists differ 
on the applicability of the monetary and fiscal measures which 
Keynes advocated in the oonte^ of an industrially advanced economy 
entrapped m the thraldom of a depression The differences irise 
out of the basically different economic situation of an under develop 
ed economy m comparison with that of a developed country A 
developed economy m depression is not the same as an under 
dsvjlopsd ccjiomy Tiis low levol of coonomic activity during t!ie 
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depression period of a de\eloped economy is not attributable by any 
stretch of logic to the underdevelopment of human as 'well 
as physical resources It is r^arded primarily a monetary phenome- 
non originating from the elackness of aggregate demand which fails 
to absorb all the goods and services produced leadmg to the accu- 
mulation of unsold stocks in the market The resources — men 
machines and raw materials seem to stand in temporary disalliance, 
waiting to be reunited on the rise of demand Should people come 
into possession of adequate purchasing power, positive income elasticity 
of demand would automatically generate forces in the upward 
ojrection The need therefore is supposed to be injection of adequate 
purchasing power into the monetary stream of the community This 
could best be done by a scheme of public works which employ initially 
some idle labour and stimulate the private sector to further activity 
through the multiplier and the accelerator 

The situation of an under developed country is basically different 
m the sense that where vs there are lots and lots of unskilled workers 
jn the over populated under developed economics and there are 
also unutilised and under utilised raw natural resources there is a 
positive and glaring deficiency of capital equipment and technical 
knowledge of which there is no scarcity at all during the depression 
period of a developed coiiiitrv This makes all the difference m the 
world Demand deficiency and deficiency of capital equipment and 
technioal knowledge arc certainly not identical The lat^r is much 
more serious and more difficult to face since capital creation la far 
more d fficult than demand generation The difference is between 
basically low productive capacity and a high productive cajiaeity 
constructed but not fully used A strong well built man dun ig h^ 
illness IS ccrcamly something different from a dwarfish weakliug 
trying to grow out of rickety infancy 

It 18 therefore contended that mere creation of monetary 
demand would not I c enough to stimulate the necessary entrepreneu- 
rial enterpri«e to undertake construction activity The supplv side 
13 not easily adjustable in spite of a demand which pays Thediffi 
cuUies arise out of the backward atructure of an under developed 
economy in which there is a deficient of savings over head facilities, 
entrepreneurial enterprise knowledgt about resources and industrial 
•experience in general Couseq tently measures visualised for applica- 
tion to a developed economy m depression if applied as they are to 
an underdeveloped country would generate demand which is bound 
to remain un-atisficd because of the non adjustability of supply 
It IS all likely to generate inflationary forces in the economy because 
/ifihe-tmif»-liy?Jietw_ftcn demand .and ju^qn^v 

This is however no reason to believe that the under developed 
countries do not suffer from a general deficiency of demand In 
fact, there is an over all defiaency of demand as well as supply 
because of the equibbnum at an extremely low level of productivity. 
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The chief (hfference between a developed economy in depression and 
an under-deveiopod economy is this that in the former case, there 
13 a shortage of aggregate demand whereas in the latter case, there 
IS a deficiency ol supply and hence of demand In a backward 
economy, the brunt of the attack must fall on the supply side where- 
as, in a developed economy, it is the demand side which needs 
correction. The mstrumenta to ho employed to raise the over all 
productive capacity of the economy so as to increase the supplies aro 
not tile same as those to be called into operation to adjust the 
demand-side. 

The conclusion which seems to emerge is not that the Keyne- 
sian teclinirjue is totally inapplicable to the situation of a backward 
economy but that somcthuig more needs to be done besides what 
Keynes advocated and tbw something more iroiik! bo in the direction 
of budding more and more production powers Whereas a developed 
economy is concerned with the problem of maintenance, an under, 
developed economy Its concerned with the problem of construction as 
well as maintenance of a high level of economic activity. 

POINTS TO REMEMBER 

J, Clauical ikousht about iht extsunre of an autonomous sif adjus- 
ting oconomte mtehantsm untcalistic 

3 ThtTt xs no 'naluTt tun' for tht tconmit ills ef a country. Somt‘ 
thtng posilw and d/fimte needs to be done to iiabilise the adsanttd 
eeonomtes 

) Ke}nesian measures— {a) owthrow of the theory of nontnterven- 
lion, {b) adequate nuilanee tnadoance, [c) public-works schemes 
and money and fiscal measures 

y c (/) and e (s) totally applicable to all situalloru and mere so to 
the under dtvehped countries 

J There is a controversy about e f). 

6 There is a dijferenct betjfen a developed economy in depression 
and a bockuard economy 

of aggregate demand alone ts not so serious as the 
deficiency cf aggregate demand as well as aggregate supply 

d Teynesian measures need some modification but are by and large 
applicable More needs to be done to increase supplies 
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Q. 6 Examine the effect of a general n-age cat ' on the 
volume of employment (Delhi 1960) 

Is it impossible to increase employment through a general 
reduction in money wages ? Give reasons for your auswer 

(Gaubati 1959^ 

Examine the dependent and independent variables of the 
Keynesian theory of employment Is the Keynesian system unstable ? 

(Gujarat 1959) 

Discuss the Keynesian theory of employment (f.A S. 1958} 

“Employment is determined by aggregate demand which in turn 
depends on the propensity to consume and the amount of investment 
at a given time “ Elucidate (Mysore 1957, 1955) 

Ads During the pre-Kejnesiaii era when the cJa^'ucal theories 
J 5 lkd«lhe— Eocist, employment was never conceived to be a serious 
problem A state of full employment was thought to be normal, 
lapses being occasional and tempomrj’, originating from the average 
fnctiona m the economy It was presumed on the liasis of Say's low 
that demand must always be equal to supply since ‘supply creates its 
own demand “ Even such a keen thinker as Pigou attributed the 
prevalence of unemployment to the intransigence on the part of the 
workers which resulted in a tight wage»ngidity forcing the employers 
to disband some workers out of employment to save themselves from 
an adverse market situation Pigou believed that full employment 
should be easy to establish, given a certain amount of wage elasticity | 
ID accordance with the requirements of the market The problem 
of employment was examined on the b is of the marginal produc^ 
tmly of workers to the employers ns against the marginal disutility 
of labour to the workers The prevalence of involuntary miemploymenll 
was supposed to be practically non existent excepting for a little 
volume of frictional unemplt^ment which appeared during periods of 
tempoiary di*equilibrium Eronomists (irmly Wieved that there would 
be an automatic adjustment towards full em j loy ment m spite of facts 
to the contrary which pointed a ehaip fiiiger to the prevalence of 
involuntiry unemployment on a large scale There vi as hardly any 
courage to challenge the usually accepted not’ons about the problem 
of unemployment,. The intellectual b.oldiic6s to re examine the problem 
afresh without any preconceived notions came from the publication 
ofKeynes’ General Theory o/ Emplojment, Iraerest and Money m the 
year 1936 

The classical economists had made one more significant aesump* 
two. u\ thfiir atialyais They bad assumed, aa usual, that money is 
only a veil, a neutral thing, and as such retiurtion n real w ages^for 
effectmg incieased employment was the'^ame IhTng as reduction in 
money wages. Keynes disagreed with this view and vie shall return to 
It later. 
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According to Keynes in tbe sbort-ron we con divide tlie 
economic Tanables coming into pictxiro into certain given factors and 
independent variables and on the basis of this will follow the dcpen 
dent variables of the economic intern f e values of different categories 
in the economic eystern * ^ national income and employment Isow 
the given factors may be for example the quantity and quality of 
population the politick and social structure the tastes of ronsumers 
tbe scheme of v alucs of the popniatioi (i e to ray what actions ideas 
and things they think arc permissible and good and which are not) 
productive resources of the economy end technology Not that tlesc 
factors arc m any way rigid and absolutely f xcd They can undergo 
a change For example the social structun of determining tbe ppjula 
tion into various economic classes affects the distribution of }dcoid& 
and It can undergo a change But it is ass imed that m the short run 
these things do not undergo any violent change ami for nil pract cal 
purposes they can be taken as given When in Icpendcnt variables / 
of the economii. system are unlergoing a change onlv deptnlent/ 
variables are assumed to respond and not the given factors as well 

The economic syetem can be looked at in terms of various 
categonis d values and Keynes divides them into independent and 
dependent vanablcs T? at is to «ny vanablcs that can change inde 
pcndontlj Without any provocations from other vanalles or without 
any reason which can be ultimately ciprco^ed in economic terms and 
variables whoso value is determined by tbe values of the independent 
variables According to Keynes m Ibc economic system following 
are the independent economic variables 

1 Ckinsumplion function 

2 hiarginal elEcicncy of capital Bcfaedulc 

3 Liquidity preference schedule 

4 Quantity of money and 

5 The wage unit 

Of tl ese the first three are psychological functions based upon 
ideas habits and so many other factors while the fourth one is tho 
quantity determined by the monetary authorities The dejiendent 
variables » e , variables following from the interaction of the indepen- 
dent variables are 

1 Rate ef interest 

2 National income output and employment 

S Consumption 

4 Investment and savings etc 

Talking of this distmction Keynes says ‘ Thus the traditional 
analysis is faulty because it has &iled to isolate correctlv tl c indepen 
dent vanablcs of the system Saving and investment are the 
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ydetenumates of the system, not the determinants They are the tvin 
results of the system’s determinants vtz . the propensity to consume, 
the schedule of marginal efficiency of capital, and the rale of mterest 
^hese determinants are, indeed, themselves complex and each u 
capable of being affected by prospective changes in the othersj But 
they remain independent in the sense that their values cannot be 
inferred from one another In the above quotation, however, Keynet 
makes the mistake of treating interest as an independent vanable 
which it la not Thus he himself says that "the rate of interest 
depends partly on the state > f liquidity preference {te on the liquidity 
function) and partly on ti,® quantity of money measured m terms of 
wage units 

Before I roceeding further ae must note that the "division of 
determmvnta of the economic system into the two groups of given 
factors and independent variables is, of course, quite arbitrary 
The division must be based entirely on the basis cf experience, 
au as to correspond on the one band to the factors in which the 
changes seem to be so slow or so little relevant as to have only a 
smaU and comparatively negligible short term influence on our 
quaesitum , and on the other hand to those factors m which the 
changes are found m practice to exercise a dominant influence on our 
<quae«itum ’ * However given the basis of divisions we can extend 
our inquiry and say that whole of the economic Bystem is determined 
by the three psychological functions the uagciinit and money 
supply The wvgeunit is determined by the bargains between the 
employers and the workers and is the amount of money per unit of 
labour employed The value of the wage unit u ill enable us to mea- 
sure nutional income, emplorment saving investment output etc 
in leal terms because the effect of price changes will he eliminated. In 
‘such a ca‘e increase in real employment and output will mean almost 
the same thing as one will imply the other 

Taking the liquidity preferf nee function vnd the money supply 
as measured m terms of the nagc unit «o get reil rate of interest 

According to Keynes investment is Jughly_mlerePt ^elastic and 

therefore, changes in money supply or the liquidity preference schedule 
of tie people viH be able to bring about a change in invest- 
ment and hence income and employment However, imeslment 
is not only determined by the rate of interest but is equally influenced 
by the marginal efficiency of capital again measured in terms of wage 
units Marginal efficiency of capital is the expected yield on 
investment ai d therefore imeatment will be made so long as it is 
higher than the rate of interest Consumption function in its turn 
determines the amount of consumption that wdl be made out of any 


1 Keynei— General Theory p.l^ 

2 Ibid p 246 

3 md.p2Al. 
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given income and showg changes m consnmption following changes m 
mcome 

With these independent viuiables Keynes weaves whole net of 
the economic functionirg of a societj Out of a gi%en income con 
sumption function determines the consumption and with given 
liquidity preference schedule and money supply the rote of interest is 
determined which in conjunction with the marginal efficiency of 
capital givci U3 investment The sum of investment and consumption 
gives U3 income At the same time mcome ^jCnerated by investment 
or consumption expenditure does not stop there it generates a 
multiplier effect dependent upon the marginal propensity to consume 
and thus m turn influence the various independent variables But this 
reaction of changes m income output and emj lov ment etc upon 
independent variables cvnnot bo aacertamed prec.i®e\> as regards its 
direction and magnitude We can onlv make guesses based upon our 
observations These mdependent dctermuiants of the system are 
influenced by the dependent variables but not solely determined by 
them or only in a particular fishion The actual economy is quite 
complex and the above presentation IS a siropl account oftheactua 
hty but neverthelcsa these seem to be the factors which it is usefu 
and convenient to isolate 

Such a system as visualiied by Keanes can he stable on’ the 
independent variables in the sjstem beh i\c m a harmonio anrer 
The multiplier should be greater than unitv but not cry large 
because otherwise if the multiplier is equal to one hu o investments 
will be require 1 to maintain the economy it a high level of income 
and on the other hand if the raiiltipher IS verv largo even small in- 
vestments will have an evplosi ve effect Tliereiore the value of the 
muUip er should be a moderate one but greater than unitv Invest 
ment should be interest elastic but should not be very sensitive to 
even moderate changes in interest rates Changes in investment due 
to muUiphcr effi.ct are I Lely to lead to much largtr increases in 
income and heme investment has to be kept at a furiy stable rate 
Further increasing income aid mvistmcnt should lead to reduced 
marginal propensity to consume and marpinil efficiency of capital 
while the opposite should happen when income end investment are 
redaccil Tins is nece'sarj to check the economy from cither getting 
pushed up indefinitclj or sliding down imeliecLetl 

But as it happens Iho values of different psv chological 
functions h ippen to bo such that the economy does experience a 
•nhtnnu’itanii'ia'y ilnr.nxiV diiubfihil'eiiTpibymwa' lOud ir itanilnify utr 
floctinto between very low level of cmplov ment and a stage near full 
employment This happens because of falling marginal propensitj to 
consume and falling marginal efficiency of capital as income and 
investment rise 

Following from this it was but natural that Keynes should have 
quarrelled with the classical economists regarding the way m which 
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employment can be increased We have seen that according to the 
classical economists money is neatral ‘Kejnes also elimmates the 
/effect of price changes in his calculation but he does not aiaregard 
Itheir effect on income and employment) and also ultimately real wage 
Tate IS equal to the mai^inal productivity of labour and also equal 
to the marginal disutility of lal our Hence if employment is to be 
increased real wages are to be reduced Keynes, smee he also analyzes 
the whole thing in terms of wage units, arrives at the conclusion that 
under gi\en eireu'' atanees the economy will be employing the maxi 
mum number of workers which at the going real wage rate can be 
employed te whi<b the economy can afford to employ in terms of 
labour productivity Hence accoidmg to Keynes also, if employment 
is to bs mcTcased real wo^s should 

I The conflict arises regarding the mechanism of effecting this 
reduction m real wagera»i The demand for factors of production is 
derived from the productnity of factors translated in their market 
valuation According to the classical school the introduction 
of money into the picture maile no difference to the cilcu 
lations Reduction of real wages could be effected by reduction of 
money wages They based their analysis on the assumption -that ‘ (a) 
the price level ls unchang^ (1>) that aggregate money demand [MV] 

13 unchanged or (e) that component of aggregate money demand, t g , 
non wage earners expenditure is unchanged ’ ' Clearly if profits are 

1 increased in uther of tbe^e ways i e hy reducing cost with giaen price 
level or by reducing costs anl keeping the total sales proceeds 
constant or by reducing the share of wage income in the total, it 
will lead to mcreased investment and employment 

Keynes pointed out certain basic fallacies in this approach * He 
says that the above anahsis is true if we consider any single enter 
prise There we can say that the price level or aggregate sale proceeds 
can be assumed as given in the face of reduced money wages but it 
IS wrong to extend this reasoning to the economy as a whole ‘‘Honey 
wage rate-changes are double edged They change money costs but 
they thanpe at the same tune mnaey meomes and hence money 
expenditures Fven the money expenditures of non avage earners can 
not be assumed unchanged if Iheir incomes depend in part on the 
expenditures of wage earners ® A general reduction in money wages, 
therefore according to Keynes was not going to increase total 
employment because total employment depended upon aggregate 
supply schedule and aggregate demand schedule and reducing money ^ 
wave in general means reducing effective demand and hence aggregate 
demand schedule In brief Keynes points out that “whilst no one 
would wish to den} the proposition that a reduction in money wages 
accompanied by the same ag^^te effective demand as before will be 

1 Harris (beymour E ) Tie New Economics, pp 572 3 
2 Keynes General Theory p 2>9 
3 Hams (Seymour E ) Tie New Economies, p 573 
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associated with an increase in empltgrinent, the precise question at 
iss e IS whether Iht reductioti la money wages wll or w lU not be 
accompanied by the sarn e_fletjcsate effcctite deennd as before 
measured in money ^ 

Thus briefly Keynesian ntgnment was that if we reduce money 
wages in order to increase employment wc shall be defeating our own 
ends because reduced money wages wi'l lead to reduced aggregate 
demand and reduced prices leading to non increment of profi tability 
of inrestmcnk The result would be no incrcn«o in investment and 
employment and at the same time due to reduced prices no reduction 
in real wages We cannot reduce real wages by the mechanism of^ 
reduction of money wanes howsoever hard wc mat tiy Further there 
IS another difBculty The workers are under whit Kevnes calls 1 
moniy illusion ir to say they ore more concerned with given 
money u ige® than with given reil wages They are not ready to force 
an upward revision of money wage rttc every time prues register a 
small increase but they nro very sonsitivo to chanpev m money wages 
Tins money illusion can be taken advantage of by reducing real wages 
by incrensuig aggregate effective demand and prices and thus increas' 
ing employment This nggregal© effective dcmiind may be increased 
ly consumption or investment expenditure Moreover it is not 
]>088i blo to effec t a uniform wage cut throughout the economy by any 
'atene Ih'dlinn be done only in a tofahtnrion economy and not m 
a free market economy Hero tbc redaction in money wage rites will 
have to be at uneven pice and at uneven rate in different industries 
leading to all sorts of complications 

Keynes furihcr points out that it is belter to increase employ 
ment without touching money wage rates Reduction of money wngo 
rates apart from reducing aggregato money demand and prices may 
lo said to have a healthy effect on mvestment through reduced 
demand for money and hem© reduced rate of interest But this 
doubtful reduction in the interest rate may I c more than compensated 
by reduced marginal efSciency of capital All told therefore it is 
adviBible not to touch money wage rates for increasing employment 
In the over populated underdeveloped economies the problem 
of unemployment, under cmploynient open as well as di^gui^ed is far 
more serious than the problem in the advanced mdu»trialiscd econo- 
mies which have come to regard thtjjueatiOIL-of-xstablishmgTull 
employ ment-jw nothing- more than, cumulating the propensity to 
Con'uroc find the propensity to inv«*gt so ns to compensate sufiicicntJy 
for the dcficipncic" of aggregate demand In tho tick ward over popu 
lafed countries the problem is bn«tcally on e of a __digproDortionnli{y 
ULthe-faeforsHjf-production and mamly it is in the nature of too 
much of labour trying to find employment with too Iittlcof capital 
There is a chronic scarcity of cnterpn 've and often there is a deficiency 
of land as well as is seen by the scramble for a footing in agriculture. 


1 Keynes General Theory pp 259 60 
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The problem o^nemployrncnt and the problem of economic derelop- 
ment appear ~to be largely aynonymoas in the case of baclward 
economies productivity of labour employed i9 an equally serious 
•problem since backward techniques with low productivitj can always 
create large volume of employment without making any substantial 
•addition to income 

POINTS TO RFMEMBER 

1 The classical tkeoiy of emplojfmettl tia} baied on marginal 
productivity theory of ttages and the equality of marginal 
utility of wage mth marginal disutility of labour together 
with assumptions of competition, mobility etc. 

2 They a sumed the ruutrality of money and thus reached the 
conclusion that the economy will be having full employment 
With the absence of irwoluntary unemp oyment 

j Keynes divides Ike problem into given factors and independent 
variables giving us as the result, dependent lanables The 
given factors seldom change , the independent variables are 
not derived from others and are the three psychological functions, 
tkt nurney suyfty and tbt uio^t vntt , iLbxU the deptndeid 
variables are income employment, saving, investment etc W 
the economy The d vision above is not a rigid one The classical 
economists did not have to make the division at all 

4 On the basis of independent variables Keynes weaves the 
economic slrueiure of the economy Such an economy ts stable 
if the independent variables behave in a harmonious manner, 
which they do not 

J Balh the classical and Keynesian economist agree that to i«rr«« 
employment, real wage talc « to be reduced iut eoRtrotiry 
ts oier the rnechai\ism of it The assumptions of classtcol 
economists enabled them to say that reduced money titles 
will ncrease emphyment , while the Keynesian approach 
dictated otherwise According to him reduced money wages meant 
reduced demand prices and hence same or higher real wages 
Real wages sh uld be reduced th ough increased prices by 
Incurring more of comsumplton and investmept expenditure 

d On the one hanl workers under the money illusion” Will 
oppose revision of money wages though not so much the rise 
of prices, ltd on the other hand reducing money xiages m a 
uniform way it impossible 

SELECT READINGS 

I Keynes J M General Theory Chs 18 and 19 

•2 Hams Seymour E The New Economics Ch XL (Money Wage 
Rate and Employment by James Tabin), XXXIX (Effective 
Demand and Employment by Arthur SmiihiMl Ch X\ll (Public 
Policy— the Doctrine of Full ^ployme t by D B Copland) 

3 A E A — headings in Monetary Theory Ch 13 IPeice Felexibility 
and Full Employment by Don Patmkui — from the American Economic 
heview, I94S), 



SAVING, INVEijTaBHT AN® IMPLOrMENT 


2 ^> 

Q 7 Kc>ncs’ General Theory transformed Economics info a 
theory of output and employment as a whole THborate 

^Bombav 19^9) 

Show how the total output and emploj ment in a country depends 
upon marginal propensity to consume, the marginal eflicicncy of 
capital and the market rate of interest (Gauhatt 1959) 

To what extent, and lo what manner can the Kc) nesnn inaJysis 
of the determination of income in the short period be used to explain 

changes in income over time ^ (Calcutta 1957) 

Examine the interrelation between saving, investment and 
<inplo}nienf (IAS 1957) 

AnS Tht General Theory of employment Interest and 
Monti appeired ui Iho year lOJC ptimardv w viluikngo to tho 
then uiuNcrsTilly accepted doctrines ol tUo cU^siexl economists m ho 
{kQstul&ted-progross to bo iinturnl uiid automivtic excijting for 
occasional lapses tor bruf periods of tmio due to some incideiiUl 
mahcijustineiita Tho essay on examining tUoviUlityof thoLhs-icol 
postulates in the light of the role pi i><.d b\ employmuit, interest 
and money in point of objective actuihty tunudout to be a general 
theory of uiveslmtut eraj loy meat and output a® a u hoi especially 
80 over short pinods of luno under the conditions of a fret, society 
The roTolution in tlioiight was achiivnlbi i. •inrji turn of attention 
to the facts of tho empirical situition nay from th soothing 
assumptions of tlio chtssici) eeonomists who rilieii )u luh on tho 
strength of deductive rotsoiimg on Hie bisn ol certain premises 
that Mere dr i«n nrhitcarily from perhaps tho charaefcnsftcs ol the 
early phase of thfc Induatriil RcTolutioQ ) Tho dep irturc t urou^ht 

from a change over too critical exammatenn ot empiric il J i(a and 
ohjectiVL evaluition of (ho iiostulatoa of tho clii icil tconomiits 
Cln this process tliero emerges a new theory regarding the growth of 
incomi andemploy ment jn the context of the coiiditioiia of an luhanccd 
economy temporarily pxi>erieiicing a state ofstngimtioni The general 
theory is gencrit only to tho extent that it could coaer all similar 
cases of idv incc I econotnas in n stato of tempor iry depre=«ion 1 he 
precise point which cointa up at this juncturo is how f ir the generalitv 
of the theory could be stretched further to expKin Ihi, phuiotncuoii 
of uml'.r dcNelopment of a major part of the avorld In other words 
(canwcuso tho Kcyiusiiii theory to underst vnd the problems of 
V ^ econom i c bxc kwardui^ a^ si^ geat me asures for dovclojimcnt ? 

Viith the triumph of Ricirthm approach in economics and with 
the ncccptnnec of the view hy a majority of tiie economists that a 
general dehciency of effective demand la not possible tho problem of 

production w.as mcreasmglv pushed out of tho picture The British 

eronomists after lUcnrdo h a and large engaged tiicmseUes with the 
problem of olloeation of given reeourcee into different employ mente 
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in conformity with the demand for varioua commodities and services 
They believed in Say’s Law of Markets according to which supp’y 
creates its onn demand The problem in such a case was not to 
create demand so that the supply could be sold out, but only to 
adjust supply and demand patterns in such a way as would make 
them fit together c find that with the tnumph of Ricardians m 
the controversy between Ricardo and Malthus regarding thopossibili y 
of a general glut in the market, the question of growth of the produc 
tive resources was also lost sight of Partly this may be due to the 
reason that Britain was experiencing a rapid rate of growth dunng 19th 
century and therefore the problem of the growth of productive 
resources was not engaging the attention of the British economists, 
and partlj tL s may bo explained by the fact that economists from all 
countries were rather ovcrshadowcrl by the British In Germany, 
for example economists of the stature of List were emphasizing the 
I developmental aapccta of an economy as against the stagnant rcallocs 
I tion problems of productive resources , but they were able to make 
' little headway as subjects of absorbing interest m the academic 
circles Even with the emergence of Marginal Utility School (which 
by emphasizing consumption side should have been m the forefront 
m emphasizing the possibility of deficiency of effective demand) 
problem of effective demand was ignored and only the scarcity aspect 
of economics was emphasized 

Keanes, however, wos not tho first to tike up the vietv that 
there may not be cullicicnt demand for tho supply put in tho market 
but be was probably most brilliant expositor of the fact that an 
' artificial scarcity of goods and services may arise due to the deficiency 
of.efFective demand The economy may Ins fully equipped with all 
productive resources to feed ail its sectors adequately but its working 
may be paralys"*! by the inactiveness of some motive forces m the 
economy Keynes had the added score over others in sofar as he 
was emphasizing that psychological non economic forces are really 
responsible for defective woiking of a modem capitalist ccoromy 

Keynes, in his Treatise on Money was trying to explain the 
determination of prices of consumption goods and capital goods , 
but in tho General Theory he haid set hiiavslf quite a different task 
He wanted to ascertain wbat determined output and employmenthn 
an economy and whether the forces determining them could in any 
way be artificially influenced or controiicd 'This book(i?, the 
General Theory) on tJie other hand, has evolved into what it' 
primarily a study of tho forces which determine changes in the scaW 
of output and employment as a whole and whilst it is found that! 
money enters into the economic scheme in an essential and peculiar 
manner, technical monetary detail fills into the background ” 
[General Theory vii) For this task, we must remember, he 
confined himself only to a developed, free enterprise economy, with a 
developed mvestment, and financial market Actually, he wanted to 
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ascertain tb» causes because of which a developed capitalist economy 
failed to work efHciently and grve employment and output to the 
extent It Mos capable of domg It \ias for this rea'>on tint be ana 
lysed the problem of determination of output and employment m 
the short period during which tlio problem of tho supply ot prochictno 
resources did not arise aW ilurng a short period witli given pioduc 
tiT© resources and technology increased real employment woukl mean j 
increased real output and bi£< i »-«i \i 1 therefore ho assumed that 
increased output oi cmploynunl lould mean the same thing as far as 
hi3 analysis was concerutd Also in order to ehmmiito the dilfirincca 
betneen monetary and real values ol employmtnt and output ho 
measured employment output etc m terms of wage goods IIik adop 
tionofthe wage goods as the units of ineasuioment wasamnjoi step 
avliich turned economic, analysis into one of the deU.iniiiiatum of real 
employment and output, by ehmmrttmg all tSie clfocts of prices in 
the expression of economic ijuantities 

Keynes for explaining the determination of incooie output and 
employment in an economy took ni» some simple propositions 
the expenditure of one is the income of tl o other greater consump 
tion expendiiuro or in'estmeiil exiicnddure means greater demand 
and Bimdirly greater « i\ ings means reduced dc m mcl Ilispiobiem 
bod'd down to tlio question tstouhit dtterminea lonsumj lion uid 
mvestment ixpeiuhtiues which in turn will dctci mic the me mie and 
employment ot the community lor this ho cunc to tho con Uision 
that ultimvtely there arc three non cco loim psychologieil lunetions 
wnich togctlier w ifli tho quantity of monev dcurminc all the qii uitities 
in tlie economy Ihe e llueo Jum lions iro (1) Marginal I'rojiriisity to 
Consume (JtPCl (2) Margin v) rfficicucy of Cipit 1 (MFC) and 
(J) Liqudity Prolcrence_lXlio fouUU non functional di,teiminant is 
the quantity of money 

To expl iin m brief peopln aro alow ui changing their consimi 
tioii lubils with tho riaiilt th vt it income changes conMimpiion f uls 
to adjust Itself instant uicouslv to that change As a nsiUt with 
nsuig incomes increases in consumption fad to keep pace induith 
fallmg inconit® consumption fails to fill as rapidly In other words 
MFC, w Inch is defined as change jiLcomumption/chango in mcoiuo, falls 
with rising incomes and rises with falling incomes Keynes also points 
out tint in developed economiee with tlio grow th of tho big coipora 
tions, the tendency to save a greater portion Out of nicrciscd 
income becomes still more pronounced Since total demand and hence 
fotii expoiiditetre arwl rcioomo ts deternuiied by consumption am? 
iiivestmeiifc expenditure at k ast from otie aide (i e consumption 
Bide) there arises a hindrance m the maintenance of increased 
income 

Inve«tnitivt expenditure ucconlmg to Keynes is determined by 
the rate of interest and marginal eEGcicncy ot capital (MEG) MEG 
Is nothmg but the expected future returns on investment and naturally 


32 


ZMfLOmSBT IBL nrcriTTATIONS 


these expectations are mSacnced by a munber of causes including the 
present state of demand However given this JIEC investment 
Avill be determmcd hj the rate of interest which has to be paid on 
the money horroued for investment Rate of mterest is determined 
by what he calls the liquidity preference I « , demand for money for 
transactionary precautionary lUid speculative purposes 

Since Y— C+I (where Y is income C consumption and I mvest- 
ment) therefore to change Y cither C or I or both must be changed. 
Now consumption out of a given Y is determined by a number of 
economic and noneconomic factors and changes m it will depend 
up in the MFC MPC is nothing but I — Marginal Propensity to Save 
[MPS] because all th it is not consumed out of additional income 
must be saved Therefore when to increase Y total expenditure is 
mcreased care has to be taken that to maintain that income the 
increa«ing gap between normally mcreased consumption and income 
IS fulfilled by additional investment or by additional consurap 
tion Keynes here suggest? that we maj redistribute our national 
income in fa%our of workmg classes which are likely tcuJiaEsJiigher 
MPC or wo may generato still additional eipcadituie aacUcensuinp 
tion demand bv means of unemployment relief doles or similar 
methods On the other hand if the gap is to be filled by increasing 
mvestment then we must either raise MEC or lower rate of 
mtercst MEC is a thing based upon the expectations of the investors 
which may be mfiuenced to some extent by ceriam steps but there 
is no guarantee as to the efficacy of such steps If MEC rises 
investment will increase but if it does not investment will not 
increase However Keynes believes that ^ntc^eet• la highly 
mterest>clastie and thr ugh this end it should be easier to influence 
investment decisions Given the liquidity preferenoo rate of Jiterest 
can be lowered by increasing the supply of money which in turn 
will increase mvestment and mcome and employment The classical i 
economists were umler the belief that savings were also mtercst- 
elastic so that if the monetary authorities tried to reduce rate of 
interest increased investments arc likely to be counteracted by/ 
reduced savings Such a lo^c no doubt ruled out the possibility of a 
decline m income but it is in no way proved that the economy wasgomg 
to attain full employment position (unless the analysis was aided by 
other a-isumptions) or that t avas possible to raise employment and 
income in the economy through manipulation of the rate of interest 

i Keynes on the other hand mamtained that while savings wer 
interest-inelastio and were detcim ned by considerations like provi 
Sion for old age, family considerations social prestige etc invest 
Iment was highly mterest elastic 

However there were two mam hindrances in increasing 
investment through reduction of interest rates Firstly interest rates 
are sticky , people have certain notions regarding what should he the 
maximum and minimum normal rates of interest and therefore if 
rate of interest approaches one of these normal limits, they start 
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expecting it to change and in anticipation of it they change their 
demand for money ivith the result that 'with given supply of money 
rate of interest does change m the expected dircctun It was for 
this reason that rate of interest eo ild not be lowered in lefinitely 
Secondly when uiterest rate had already been lowered sufficiently, 
increasing investment by Jurlher reduction m that rate became incrca 
, singly more difficult MorcQ\cr with increasing uwesttnent (w th given j 
' productiio resources m the short penodi possibilities of furthe 
profitable investment decreased leading to reducctl MEC 

Thus the result of all this was a peculiar interaction between 
saving (or consumption) imestincnt and cmploi ment and income 
Income and employment could bo increased vnd maintained higher 
expenditures on consumption and imestmciit But with rising 
income and with distribution of income more and more m favour of 
non wage meomes, JIPC fails and this fvUm MFC coincides with 
fall in MEC after a certain stage Thus while on the one side, the 
multiplier action generated by increasevl investment and consump- i 
tion expenditure helps to bring tho economy qmchlv to the full 
employment level, on the other hand falling MPC and MEC drag the j 
economy down again, forcing it to remain at Jess than full employ* 
xnent lev el 

All this analysis however, is limited to the problem of short* 

■ period only Therefore if wo are concerned with short period 
problems Iv.ejnesian analysis is an excellent method of finding out 
bow income over this period is hi elv to change But the problem is 
not one of developed economics onij vvherc tjTgjmain.question.Js of 
hoo ning the-CXi«tjng productive rcaourccsfnllv emplojed The real 
economic problem of the world todaj is to see how economies grow 
and expand over years and decades to inalyso the forces responsible 
for this long terra economic development and changes m income and 
to make use of this analysts for helping in the growth of under- 
developed economies Here Kevnestan analysis is helpless since it 
cannot deal with the peculiar problems arising out of (he immobihty 
and shortage of productive reionrccs with socio political forces wlnch^ 
inhibit the growth of the economv and with the ab&cnce of organised 
sensitive money and financial marhets 

There is ft basic difference between the questions taken up by 
the KejTiesian school of thought and tlio problem** of economic 
...^^growth over along period of time especially so il one has in mind 
ih© growtliproblcma of the under developer! economies of the world 
T ho.il an:Qd.D.amar .model oC,jTow.tb .i« an .aUenyvt .to 
Keynesian model oflrrowth of income over ft long period of time In 
the advanced economies the actual rate of growth is nppieliended to 
exceed the warranted ra'o of growth resulting in a deficiencj of nggre* 
gate demand There is alw ays the fear of over production leading to 
a depression and this is exactly tho Keynesian question of the short 
pen^ They want to regulate tho natnnil rate of growth to tho 
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warranted rate of growth in order to avoid the pit*falls onginatmg 
from the accumulation of excess of capital ' Accelerated depreciation 
of capital 18 supposed to be one of the solutions perhaps to raise the 
marginal efficiency of capital ! As one moves on from the short 
period to the long period, one has to move on to think of not only 
the growth of income but also the growth of capital and the relation* 
ship between the two the JI P C the MFC and the propensity 
to invest The principal variables m the Harrod Domar model of 
growth appear to be the same as those of Keynes as applied to the 
secular period 

Coming to the backward economies of the world, we find there 
ATc Significant structural differences Here the aggregate deficiency 
of demand arises out of the low levels of income and not because of 
the low M P C The low M E C may be due to the high cost structure 
and also low levels of demand owing to lack of overhead facilities 
The rate of investment is low because of the vicious circle of poverty 
leading to a low rate of savings an ) investment All this goes to 
prove that the Keynesian mode of thinking can give significant clues 
to the Imo of reasoning to be followed in analysing the problems of 
growth over a long period of time 

POINTS TO REMEMBER 

/ The inumph of Rteardtans ootr Molthusuins led to eonjiderdm > 
of onlji allocalion of product oe rejcurces as the economic problem 
and not the growth of producttie resources 

i Keynes though not the first to think of effective demand, put it tn 
its proper place 

j Keynes shiftedfrom Treatue to the General Theory , from analysts 
of price determination to that of output and employment For this 
he made use of the concept of wage goods 

4 Keynesian theory runs tn terms of MFC, AIEC, Liquidity 
Preference and the Quantity of Aloney 

f MFC falls with nsmg incomes and rues u ith falling incomes and 
thus hinders the attainment and maintenance of full employment 

6 MEG toget/er with interest rate determines investment 

7 For increasing and masrUauimg T C and I have to be increased 
C IS not interest elastic while I is To the classical economists 
both C and I were interest elastic so change tn one was always 
counteracted by a change m the other 

g But there are obstacles tn using the interest elaslt ity for increasing 
investment in the form of stickiness of interest rales and reduced 
yintuhihye^f.lawerssiy vsterest.taUsJi^tnndji .limit .Also .MEC 
falls with rauing investment 

y As a result of tideraebon of saving, investment etc ike economy 
tends to remain at less than full employment position 
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SELECT READINGS 
1. Keynes General Theory 

2 Hansen Guide to Keynex. 

3 Wilson Fluctuations in laeome and Employment 

4 Klein Keyneuan Revolution vvttt 

5 Hams. Reymour R (ed ) . The Ne» Economies, Ch XXXII, XXXIII 

O 8. “The introdnction of Keynes’ consumption foncllon into 
the theory of acceleration enabled economists to explain the turning 
oYseneral .co.omlc ac.„.., 
factors Discuss ' 

Show how Keynes’ theory of consumption tends to encourage 
radical policies while his theory of investment 
conservative policies (Bombay 

Explain the doctrine of consnmption function and show how 
this doctrine occupies a pivotal position in Keynes’ 

Examine the nscs of “propensity to consume" in the Kejnesian 
macro economic process (Mysore lysyj 

What do you think of the consumption function as a tool in 
econnSeanaiys/sl (Punjab 1959) 

Whv is the propensity to consume considered one of the 
stratemc relationships affecting the behaviour of an economy ? 
What significance would you attach to the concept of the optimum 
propcnsily to consume 1 (Delhi 1957) 

Ans It IS hy no means a simple job to get a coherent and 
^mtliftic view of the web of economic relations in a highly complex 
sjmtliet which hinges by and large around the pivot of the 

money It is all the more diflScult to pick up the right threads 
the inter twining tangle of relations in order to be able to 
1° mose n certam phenommon nght »p to its roots. Tins task has 
W nell done m the Keynesian analysis of the consumption 
fmLon on a purely scientific basis It nas held for long with the 
feivoiit of an unqnestionablo conyietion that kcepiag consumption to 
*' the nreducihle minimum tras the greatest of puritanic virtues No. 
hodv thought for a moment about the senes of chain reactions which 
3d memtahly ensue from holding consumption at a dead level 
of austerity The entire question of the function of consumption in 
a capitalist society was taken up dencvohy the Keynesian school of 
thom’bt and made subject to a critical unbiased scientific examina- 
tion^which resulted m the Keynesian theory of the consumption 
function. 
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Keynes, m his analysis of the determination of employment, 
income and output ultimately comes to the conclusion that the 
deteiinination of TChole economic system can be analysed in terms of 
three non-cconomicpsycholc^cal functions (1) consumption func 
tion (2) investment function (3) liquidity preference function together 
with the fourth entity, quantity of money Naturally consumption 
function plays a pivotal role in the Keynesian analysis and des'urres 
accordmgly a careful detailed consideration ^ e must distinguish 
here between consumption function and marginal propensity to 
consume [MPC] Consumption function is a schedule showing 
various amounts of consumption at different levels of income We 
can draw a graph of this consumption function giving us a consump- 
tion function curve Algebraically consumption function will be 
written as C=f (y) where C stands for consumption and y for 
income On the other hand if we try to find nut the value of 
consumption function at my particular level of income, we are 
able to get what is called average propensity to consume which 
algebraically may be written ely while MPL shows only the rate 
at which consumption at the margin changes n ben income changes 

and is accordmgly written as . 

Accordmg to the classical economists consumption is determmed 
by the rate of mteresl Given income with nsmg mterest rates 
savmgs will increase aud consumption will fall and vice etrsa with 
falling interest rat-'s To the classical economists Bavmgsjvere, 
jntere9l}_£lastic and all savings were made with the sole purpose of 
investcnent Ilat^ of interest therefore equated savings and invest 
ment and there was absolutely no jiHce of idle savings or hoardings 
They were using the concept of margmal utility of interest earned on 
lendmg one’s savings with the disutility of doing t^ose savings 
[or a similar version of the supply side in terms of disutility of 
waitmg etc ] If at any time savings and investment were not 
equated by the prevailmg rate of interest it would have to undergo 
a change to cquaiue the two But the diflSculty with this approach 
was that no mechanism was provided by which fluctuations in mcome 
and employment could be explained All deficiencies in effective 
demand arising out of savings would be exactly made up by invesj. 
ment Because of this not only the changes m mcome level coujij I 
not be explained the determination of absolute level of income al^^ j 
defied analysis The mam reason for such a glaring defect to persigj) 
m classical economics was that their mam task was the theory o ^ 
value or exchange and not the theory of income and output To* 
Keynes the task of analyzmg the determioation of mcome and output 
was really important and so in him we find quite a different approach 
itr.JByTO3" c-oifsmiqjitc/Tr aiea~ifE/j* 
get as prominent a place in his Trealue os m the General Theory 
The reason is that there ho was mainly concerned with the deter- 
mination of price levels of consumption goods and capita! goods but 
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in tbo GeneTal Theory hia task was to analyze the determination of 
income and employment m real terms And he found hia annlyeis 
on some simple propositions that 

Y«C+I 

and Y»»C+S 

Thus whether Y was eonsidered from the receipt side or 
expenditure side consumption attained an important place and 
naturally he busied himself with the causes that determine consump 
tion As pointed out the cJasaico) economists behoved m the interest 
elasticity of savings but Kc3ine3 did not To him consumption 
function was determined by various other factors e g social status, 
provision against future needs and unforeseen contingencies etc So 
while accordmg to the classical economists no savings could liave 
taken place at zero or negative mtereat rates according to Keynes 
this possibility was thcro provided future needs were strong enough 
Further since savings wero made not for interest earning, hcaxdingfl 
were possible 


Keynes used tho concept of MFC to give hie famous theory 
of multiplier — a modification of employment mukiphert 

Multiplier 13 the number of times by which income increases ns a 
result of a given infection of purchnemg power mlhecconooij For 
example, if as a result of injection of purcJiasmg power of Ils 100 
in the economy total mcrcoso m mcomo experienced by difTercnb 
people is Rs 300 then tho tnuUipUcr is 300/100 — 3 Tho valuo 
of multiplier depends upon tho value of hiPC Mul iplict action 
takes place because expenditure of ono is the mcomo of tho other 
and tho moment an expenditure is mode mcomo rises by na equal 
amount and when that income is ro spent by ils recipionfc mcomo 
nsea further by an amount equal to tho new expenditure Algebraically, 

multiphcr= so that if tho recipient of tho first injection 


of purchasing power does not spend any portion of his income but 
saves all of it then tho total increase in income of the cominunity is 
equal to tho amount which this person received Hero thcreforo, tho 

mulbpheris equal to ono On tho other hand if any 

recipient of additional incotn© goes on spending It of the additional 

roce/pis, tb& total ntcivsso m mcomo oa a result of the injection of ono 
unit of purchasing power will be 


= ! + = A,_ = I0 

Wo find that multiplier boo a mimnium value of one and can 
rise to cc if MFC happens to bo unity In practice however multi- 
plier lies at n sufficiently low figure, say between 3 to 10. 
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While Keynes made use of the multiplier concept to show 
^ how with an initial injection of mvestment, income will rise by a 
multiple of It, and how anccessiTe eavinga bv successive recipients of 
increased income will got equated to initial investment , other 
economists especially iVof Sdmuelson and Prof Hicks made use 
of the concept in the explanation of trade cycles JSrof. ilariod had 
given the concept of what w called the Super multiplier or the 
Relation or Acc’^eraCor t < inves^aent Induced as iTresult of increased 
demand la a multiple of increased demand d epetidiPg Mpnn_thA 
capital output ratio. Jhof &mnueIson had found out how with 
varying values of multiplier and accelerator wo could get varying 
patterns of fluctuations m income and employment m the economy. 
PforHicTca went elill further lie made elaborate use of the time 
Jags He pomted out that Keynesian multiplier was theoretical 
"muitiplier and showed only the end result m terms of income while m 
reality we must recognize the fact that there are timo lags in the 
workmg of the multiplier and it is possible that before multiplier 
works Itself Qut,^iange8jn_it.Tcetroent etc. may take placcstimula 
tmg or obslTuoling the movement in the income of tho^conomy 
towards a particular direcdoii On this basis Prof Hicks gave us an 
elaborate theory of trade cycles which explained turning points with 
the help of interaction between multiplier and acceleration 

To go into greater details we say that the multiplier action 
starts when people get more income and spend a part of it Now 
if the IIPC IS not equal to one and if o nly once over injection of new 
purchasmg power is made incrcSie”“Tn commiimfy’s income as 
compared with baso period will gradually decrease till it is back at 
its original level additional purchasing power has been 

, saved (if increased demand as a result of increased mcome cannot 
be met out of existing employment of productive resources, new 
investment will have to be made In other words we can say that 

f muItipLer action takes place when there is excess capacity and 
acceleration takes place when there w full i mploytnecit m the 
industry in question Tins acceleration process by making further 
mv&stment creates excess capacity and allows the multiplier [further 
stimulafe'dTiy its own action In Investment] to work further “In terms 
of increasing real mcome and employment and leads tb a rise m the 
value of multiplier Here the concept of optimum propensity to 
consume comes into picture Since consumption out of income is 
determined by the propensity to consume and since consumption 
and investment go to make up y it ls necessary for tho stability of 
the economy that people should have a particular propensity to 
consume which is m conformity will the values of nther functions 
,’ni«stmPnt. buie^nui. and.hnpKlit^ ^jiriftrwicA. fiuicticin.. Rmf- 
Lange explams the concept of optimum propensity to consume by 
pointing out that we should think of consumption function, mvest* 
ment function, liquidity preference function and the constant, 
quantity of money, simultaneously in order to find out how all of 



,, _„n be m mutml balance ^ “ tte^ttaee functiona 

Scad to^n nil .oun<l Vronens'ty “ 

and the quantity of money a P ,'",1'*“,'’?” C+1 and 

^:,.Sy 0 S i abonld ^/“J>*“?;TSrn o7c C most 

ffi“n2t‘berry“Sotmmam .table 

Keynes makes use of SSTmfmSeT 1 

nrescrintion also for he beborra that SIP increasing so Ion' os 

K real income and "Ls capieity ha, been 

there IS excess “P““y"thma,h acceleration process ^ 

created by new mvestment througn the increase of r^i 

as Prof HicU explains there is therefore the economy 

¥sr,“Sf.ii^'^tthe^r P to “ ar's'°^w';;pS?ollSt. 
.tSuTc iSS “ptaitoe t 1^ I»mt "Jt”rth"tll n5 

Se^nditure at all further nith still grea or 

Sima^ acceleration process itotks ^^,,iced at a 

force The process halts became “ntonomou, investment 

Stmore tliL ‘‘‘r£'fjtht"fterlmetre Vin demand picks 
?ranthtma!tirl“r action starts working upwards 

.h,o^v^tt;£rr•;X^i1^ 

leads to a fall m the value of th- are set and 

tnfnTnPS IIPC Hscs bccaose our Also businessmen 

,«innot change ^ rapidly « “';;'“he.r mcomes than ordma^ 

experience much wider tJ^ir consumption standar^ 

workers hot they cannot afford to be „nnt Again, 

nnless they are sure that the m~me chan ^ norepanies the portion 

with nsmg big corporations and '“^,/as their income 

of savmgs out of their income “ J that consumption as a 

rises Some studies m U S A have mdirate decades 

proportion of income has remamed 001“^ ^ consume has temai^ 
Lt this means that average Pr“^”'‘y “^change, m MPC 

constant What ^^“^’““““^rirhMhat with rising income 

over a short pe-iod and here he was rigni vu<h 
MPC falls 
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! Now this falling MPC together with falling MEC prevents the 
economy from attainmg or mamtainuig fall employment position 
In order therefore to check tho emergence of dehciency of effective 
demand Keynes suggested that steps should he taken to increase 
consumption and investment Some people are of the new that 
Keynesian suggestions were radical as far as consumption portion 
goes but they were quite wmservalive when he came to the invest- 
ment portion Actually this is not fu ly true One should say that 
some of the suggestions in the investment portion also were quite 
radical and uucapitalistio However tn the consumption portion 
his prescription was quite novel different from tho usual sociaLst 
and underconsumptionist thinking which em^asizes only redistn f 
bution of meome Ke3mea believed that we should artificialtyjnject 
new purchasing power in the economy even if this wop done without • 
any productive work done »n tetunv by the wcipieots of this puTcha 
sing power Redistribotton of income in favour of wage mcome 
would help hut only witbm limits Better still would he to ertatf 
additional purchasing power through deficit financing etc and use ' 
it for redistribution amongst the working classes through jublio^ 
■works programmes Curiously enough he did n ot su ggesUiffest. 
ment m long term productive projects because he was dealing with 
economies wEere problem of capital formation was not there 
Increased purchasing power by locreas ng demai d would automati 
cally set the existing excess productive capacity of the economy 
mto motion and would increase income employment and output 
Por this reason therefore he was not very particular whether new 
purchasisg power was going to tho e who did any useful work 
in return for it Unemployment relief and doles may he ethically 
object onable but not economicallT Or if a more dignified method 
of giving doles was to be chosen ditches could be dug and filled and 
wages paid for them 

However on the investment side Kevnes was more conservative 
in suggestions because of bis belief in interest elasticity of investment 
Classical economists also had believed in the interest elasticity of 
deman for investment But Keynes was also fully emphasizing 
JIEC which in the tunc of need just did fall and decreased invest- 
ment For instance dur ng a depression what is required is more 
mrestment so that with greater demand increased investment should 
turn out to bs more profitable but MEC or expected yields ate low 
in the minds of investors with the result that they curtail their 
investment plans further leading to still greater depression Keynes 
was making a conservative suggestion that ^jeduced rate of interest 
would help in the revival of mvestment activity but he was also 
xfnlV’ .nn,* .m-ccftsAe .suqnjv ^v 

lowering interest rates MBC was eqna’Iy important Government 
may try to convince the inve«tors that greater investment would 
mean greater profits for all but it may not succeed lu rnrh 
a case the Government is asked to start direct investment in public 
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works programmes, which would bo in the nature of increasing 
consumption demand leading to increased MEC Thus we may say 
in a mild tone that Keynesian suggestion on the consumption side 
were quite radical, while on the investment side ho tried to influence 
mvestment through changes m the rate of intcre'it and consumption 
in the sense that the suggestion of public works programmes was 
also nothing but attaclong the jiroblem from tho consumption side 

POINTS TO REMEMBER 

/ Conrum/itioB/unetion M OBf o//Ae /eur uUmate delemirtanis of 
Keyntstan system h eojtsumptton ue must maintam the 
duttnehon belneen the cansumpltoitfuaclton as such and AfPC 

^ a In the classical scheme, hoarding had no place and consumption 
uas inferrsJ elastic In Keynes it w not inteTe>t elastic 

y Keynes used consumpiton funcUon to gtoe us the concept of multt 
plteruhuhsa The tahe of mulupUer ranges from 

(UlC to <30 . 

y Prof Harrod gaee us Ike principle of acceleration Prof 
Samuelson and Hicks made use of ike interaction bthveen mufti* 
aiu/ ofccftration to |tw Bj <x/)tanationj of trade cycle Prof 
Hicks specially made use of time lags and distinction betiieen 
induced and autonomous investment to gw a clearer explanation 

/. MPC falls as income rises — though euerage propensity to consume 
may remain the same over long period So Keynes makes radical 
suggestions far increasing consumpiton demand by means of 
unemployment benefits, doles, etc 

( On the investment Side, Keynes uould prefer that interest manipu^ 
laUon should Suffice to create suj^nent new investment But if it 
does not he ueuld rnggest public je>erAj programmes to induce 
greater consumption demand and hence investment 
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^ ^Q. 9 Trace the effect of mveAtmcnt on employment and oatpnt. 

(Delhi 1960) 

What are (he causes of the changes in the volume of investment T 
How do these changes affect cmrloyment and economic activity? 

(Rajasthan 1959) 

Explain how the rate of interest affects investment 

(WBCS 1958) 

Analyse the main factors that are likely to inllucncc the Invest- 
ment demand sch dule in an economy and give in this connection 
your views about the Interest elasticity of investment. (Delhi 1958) 

Examine the Keynesian theory of investment with particular 
reference to the influence <if the ratf> of interest (Gujarat 1958) 

Examine the grounds W, and the implications of, the fstale- 
ment that “the marginal cflliicncy ofinve tment is not independent of 
the level of income as of changes in income ’* (Calcutta 1957) 

What are the arguments that can be advunccd for and against 
the fallowing propositions 

(u) Investment is a function of the level of output rather than of 
the rate of growth of output , 

(6) Investment plans arc affected by supply of finance ai^ 
refraining from consumption provides (he finance ? (Delhi 1957) 

*‘Thc marginal efficiency of capita) in conjunction with (he rate 
of ifltercst determines (he amount of new lovcslmcnt ” Discuss 

(Mysore 1956) 

Ans Wliat delerminca the volume of invoatmcnt per unit of 
time in a given economy is a question of tho greatest significance m 
view of tho imiKJttancc ot mvtatment from the angle of etaliihty and 
progress Tho underdeveloped econorana in particular aro deeply 
concerned with the factors Uiat ilctermmo ttio total volumo of mvest- 
ment because tiieir very existence ilepcnds on tho execution of 
cfFectivo measures to promote tho total investm(.n.t in their areas The 
advanced economies, pcrhajis look upon investment not only as a 
means of promoting economic development but also as a means of 
stabilising or destabilising tho sum total of economic activity 
Keynesian analysis of the role of investment in the context of the 
advanced economics of the world w more conoemed with tlio problem ^ 
of stabilising the economics at a high level of production and consump- 
tion rather than with the question of raising the backward economies 
from the grass roots through the process of unfailing regularity of 
investment All the same., the Keynesian analysis throws a good deal 
of light on tho general theoretical aspects which explain the process 
of mvestment. 

Investment plays a vital role in the Keynesian theory of 
income and employment Investment expenditure is not only » major 
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constituent of mconie [Y] but also «s tbo quantity through which 
expectat ions of the entrepreneura are ctpressecj m teaf terms Total 
mcmQQ Y=CtConsumptianH-l [Investment] and changes m either C 
or I bring correspon ling chanijcs lu Y It was but natural that 
Keynes should have given so much prominence to investment because 
with a chvnge in investment multiplier action comes into being leading 
to g multifold chxngo m income oacr a certain period of time 
Ilowever m order to nndetstaml fully the role of invesraent and to 
fin 1 out its full efltct on income and employment of tht economy 
it IS necessary to analjso the causes which determine this imcstment 

By mvestment Keynes would mean new investment, when 
prices of shares etc are ns.ing so that bj changing h mds in the 
market ongmal investment now shous a higher monetary value 
mvestment should not I o taken to have risen correspondingly Invest- 
ment 13 to he considered only in terms of additional investment either 
ill the older businesses or new venture-^ According to tlio classical 
economists investment was determined bv mvrginal productivity of 
capital and rate of interest Marginal productivity of capital was the 
actual marginal yield of investment But Keynes w ns of the view 1 
that actual jjcliiajLuiTestnient takes place only alien mvestment has 
been made and it has started j ichiing fruit The uivestmcnt deemon / 
IS thus based not onaclud yield of imcstmcnt but on the 
yield and the marl at rate of interrst And thciefore uo should thinl». 
of expected y leld as a detcrnimant of invcsfnrnt and not the actual 
productivity of capital 

Keynes was right from the beginning of the view that 
expectations play a major rolo m the economic decisions of all kinds 
and more especially in theevseof investment decisions Ba'^ed upon 
expectations ho modified tho classical contention that margmal 
productivity of capital determines miestment demand In place of 
margmal productivity marginal efficiency of capital [MIC} Mas 
substituted The idea bad been suggcsteil by Wickscll in tejms of 
his natural rite of interest ns contrasted with market rate of interest 
and Irving Fisher had also anticipated Keynes to a large extent 
But Keynes stated the whole prop(»itioj m a clear cut manner The 
raeuimg of JIEC in technical terms can be understood in tho 
following manner 

Let C, be tho replacement cost of tbo capital equipment in 
. question and let Rj Rj Rj be Rjq series of successive- 

returns per period [ say annual ] aahich am expected to be yielded bv 
this investment Then mo can find a rate of discount at which Mbcn. 
all tho future yields arc discountel to their present worth the aggre- 
gate value of these discounted yields will be equal to C, Let this rato 
of discount be r so that mc can write 
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Then this r is called the marginal efficiency of capital which the 
inTcstor expects to earn on investment. 

Keynes maintains that this IIEC, r, is to be compared 
~with the market rate of interest to find out whether a particular m* 
vestment is profitable or not. l^et ua suppose, for example, that the 
market rate of mtcrest is t, then 

+ +(if:7r ''J> s™ “ ’><- 

an mvestment in terms of the present worth Let this be V. Then 
m order that the mvestment should be profitable V should be greater 
than C, which means that »<r On the other hand if r>r, then V 
Tnll be less than C, making investment unprofitable by turning mvest- 
merit mto a less valued asset 

But the above analysis is quite a simple thing and naturally 
not sufficiently nearer reality For example, we must remember that 
different prospective yields Bj, R,, It, are net determined by 
aomethmg mdependently of income levels or changes in it The 
peculiar thuxg about M.EC is that when it risce. it locteaseajnv^ 
ment and hence income , but increasing income means bigger^future 
yields tr bigger H’s and hence given C, MEC rises ubich in turo 
may lead to still higher incomes blEC, after all » based 
upon expected yields t e on the values of R e and the values of R’s are 
naturally infiuenced by changing income Moreover, this income, 
to begin with, might have been changing either due to changes m 
consumption or mvestment To bring into account multiplier pro- 
cess generated by initial expenditures of consumption and 
investment, we must expect tbatonco BIEC starts rismg, there 
should be nothing to stop it and once it starts falling there should bo 
nothing to save it But actually this is not the case With increasing 
income, margmal propensity to consume falls leading to a less than 
■proportionate rise in consumption and since consumption changes are 
a major influence upon the determination of MEC, falling marginal 
propensity to consume works towards a reduction m the 3IEC. 
Again, as full employment IS reached income gets redistributed more 
and more m favour of non “wage income with the result that demand 
for consumption goods fails to keep pace with the total increase in 
demand This again causes partial problems of effective demand and 
this works agamst MEC Thus we see that considering moome or 
output we have to agree that MEC is directly mflueneed by income. 

Some people would go farther than this. They would 
coritenh that fue above arguments 'nave'oeen 'baseh upon a given'C/f. 
Actually determination of Cr is as much subject to changes m mcome 
And output as MEC itself With changmg income and output factor 
cost of production is quite likely to undergo a change, i e, to say there 
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may be diminishing retonw or inCTcasuig returns, or there may be * 
technical innovations accumalationa or dcotniction of capital and bo 
eo Because of all these reasons CV or replacement cost of invest 
ment is bound to undergo a change However no set rules can be 
given as to whether C, wiU rise or fall witb rising income Probably 
It will bo possible to state somethmg more definite if we calculcate 
C, for each typo of capital equipment separateJr so that rising 
incomes may make some uivestmecits profitable and some less pro 
Stable or even unprofitable Moreover expected jields cannot be 
visualized for more than certain period and therefore if the mrestment 
project happens to be of very toog life iniestment will be more 
influenced by jields m the foreseeable future only In other words, 
the ilEC 113 understood by us will fail to be fuUv effective 
Changing rates of mcome and output in the present and near future 
are more likely to mfluence mvesiment decisions than expected returns , 
of a distant future For this reason some people conteni that in the 
developed oconomiea since there is already a high level of income and 
demand therefore the po«sibility of yields m the distant future is not 
expected to be uncertain and dim as m ibe case of underdeve 
loped coantries where mcome and output are at a low level and 
where they may not increase 

Further it must be noted that interest elastif ity of demand 
' IS also not a simple thing Though both elassicil economists and 
Keynes believe that investment is sufficiently interest elastic still it 
IS quite doubtful if mtenest exerts more influence than the expected 
yields on investment Often expected yields are not Lrown or can* 
not be imagined beyond a certain date but if investment is to be 
mode long term contracts may have to be entered into or at least 
the entrepreneur has tj provide for the possibility of renewing the 
loan of capital and paying a different rate of interest than he is pay 
mg now Some economists like Hawtrey put forth ideas that business* 
men were so sensitive to changes in interest rate that even 
small changes in interest would weU nigh generate trade / 
cycles but all this is a far fetched proposition We however roust/ 
recognize that interest elasticity of rovestroenr is there The only ^ 
tiling IS that we cannot depend upon it excessively Small changes m 
interest may not be able to influence investment decisions Further 
there are two limitations wlty interest elasticity of investment cannot 
be made use of for increasing investm^t in every emergency The 
first 13 what Keynes calls the expectations on the part of people that 
there are certain, nnrm.'d. minimnsi.<uul. oivraaJ. Tnaxjmjun. 
interest Rate of interest is d^tennmed by the money supply and 
liquidity preference but the most unportant portion of liquidity 
preference [inz speculative demand for money] is determined by the 
expectations that rate of interest will unde^o a change The result is 
that when rate of interest approaches its lower limit ’, people start 
expecting that it is going to rise and in anticipation of capital looses 
on securities etc they suddenly i ,crea»e the demand for money and 
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\ry to Be!! out securities vith tbe re<iiH that the prices of secunfies 
^alI and rate of interest nses Just tho opposite happens when 
speculators fee! that the rate of interest is going to fall Therefore, if 
the rate of interest is already near one of its ‘ limits" and the needs 
of the economj dictate that it shonld be pushed further towards the 
same Bide the monetary anthonties arc not lihely to succeed beenu«e 
every effort of theirs is likely to be counteracted by change® in 
liquidity preference Another limitation of the rate of interect as a 
possible tool for influencing the investment is that when it has a! 
ready been reduced to a sufficiently I w level tlie possibility of further 
reductions is automatically ruled out For instance, 2®o reduction 
from 4 " 0 would reduce rale of interest to 2% , hut a 2% reduction 
from 2% would reduce it to zero or make money a free commodity 
For all these reasons investment thouch it is supposedlv verv 
sensitive to changes in the lAte of interest cannot be influenced in all 
cases by interest clianges as there are limits to such changes 

Thus we aee that mvestTnent plans arc directly affected by 
the supply of finance which often manifests it«elf in the supply of 
jDonej Greater supply of money not only makes it cheaper fo invest 
by reducing the rate of interest but al»o makes it easier to finance 
mvostment by makins money easily accessible Here w e find a radical 
difference between the position of the classical economists and the 
KeyneMans According to the clwical economists money la only a 
veil and nothing but an cvpression of real savings and real investment 
AS far as the analysis of output and employment goe« Tiiere a single 
factor tn rate of interest affects both the supply of savings and the 
tlcmand for savings which to them was the same thing as investment 
Uemand But Keynes believes thaLsavugs and investment decisions 
ate made quite independently of each other and bj entirely different 
set ■of forces It is therefore not necesoan that the plans of invest 
ment and savings should give us planned Baringa equal to planned 
mveatment Such a notion is the old one put forth bj the classical 
economists only AetuaDv since imestment detisions are mode bj 
interest and IiIEC and saving decisions arc made by MFC there is no 
reason why the two decisions should give the came quantities To find 
out as to how investment greater than oavings ma 3 beplanneil and 
executed we must remember that greater investment can alwajs be 
financed by credit creation and aa a result savings will aho nse so 
as to become equal to moiva«ed inveetment Therefore, it is correct 
to say that uncstment plans are affected bvthe supply of finance 
^through changes in the rate of interest] but it is wrong to append the 
jstatement that finance is jirovided only througlijavmgs. There are so 
many sources through which finance for investment may come and 
savmgs are just one of them In quite some cases savings may be 
quite an unimportant source as compared with the total mvestment 
finance 

Changed investment exerts a major influence on the detcnninar- 
tion of changes in income nsaaDj, when we start from a given 
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•position where the economy is m equilibrium position, not consump- 
tion but investment will uncle^ a change to bring about a change 
in income. Prof. Rarrod, however, attributes the role of dynamicj 
element to savings Ho says that lO’/o income saved every year* 
together with an investment of 10% of national mcomo per year 
wdl not keep the economy stable, for 10% saved income will mcrease 
the total stock of economy and thus impart it a growth stimulus But 
this consideration comes when we think of long term development 
of an economy. Dunng the short ptnod changes in investment are 
far more important than changes in savmgs, mainly because changes j 
m savings come as a result of changes m investment Savings are a t 
residual, save Keynes When investment and savings are not equal, 
notjinvestjnent but income changes to such an estent that as a result 
savmgs change to become equal to mvestment. 

Granting,! then, that investment is the leadmg force m the 
group of C and I mo find that changes m investment directly lead to 
changes in Y. Changed investment however ivillmot mcrease Y only 
by an amount equal to mvestment, but through multipher effect a 
multifold change in income will take place Prof Hicks, m his At 
Contribution to tht Theory of Trade Cycle makes use of the changes) 
m investment at various rates and directions together with the as«uaip.| 
tion of time Jags to give us a number of possible patterns which 
changes m income and employment will take according as investment' 
pattern assumes a certain shape For instance, Hicks shows how, 
if we increase investment once and maintain it there year to year, the 
economy will not attain a new equilibrium positions in one jump 
only, rather its income will show an increase at a falling rate till it 
teaches its new stationary equilibrium m conformity with higher 
investment and consumption and bence higher income On the other 
hand if we go on increasing investment regularly by a given amount, 
our economy will sratlually sett le down to a steady rate of growth 
Similarly cyclical patterns etc can be traced by simply changing the 
mvestment rates and directions 

Changes in investment do not end with changes ui income, 
but will reflect back upon investment through rhanges in consump- 
tion demand After all investment is based upon MEC and when 
income and consumption rise a number of times by multiplier action, 
investment is further induced Pwf Hick» makes use of this dis- 
^ tinction between “induced” investment and “autonomous” invest- 
ment to show the vital role which each of these types of mvestment 
plays m tho determination of income level For example, when 
mduced mvestment falls due to reduction in demand, it is autonomous 
investment vvhich again sets the gear of the economy in the upward 
direction Jloreover, in conclusion we must note that changes m in- 
vestment need not always lead to increased Y unless mvestment is 
being made when the economy is at less than full employment 
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position tVhen once full employment is reached money mvestment 
will not be corresponded by real mvestment with the result that real 
income and output and eroploymmit will not rise as a result of this 
mvestment and the multiplier action will only lead to mcreased 
prices Thus as Kejmes himself pomts out increased investment 
increases mcome employment and output before the economy reaches 
full employment but beyond that the change is manifested only m 
increased prices 

POrtm TO REttEMBER 

1 By investment here is meant new imestment and it is deter 

MEC and rate of mUrest MEC »r based upon 
expectations and ts quite dfferent from nuirginal productivity 
of capital 

2 But though for investment t and r are to be compared we 

murt nof« that R, R, R« are also not given quantities 
These depend upon income implc^ment, consumption invest 
ment ard so many other factors Similarly Crisahr not 
indeperdent of the level of income or changes in it 

S rnterest elasticity o/ investment Aants own limitationt in tfie 
form of sticfemesj of interest rates and the reduced pos»i6tl (y 
of further reduction in interest rates h ^ond a limit Liquidity 
preference may change with changing interest rates 

4 Though cheaper finance kelps miesfmint insestment ts not 
limited b it as finance can be promded by credit creation 
Further savings are just one source from which finance for 
investment may be coming 

5 Imestment savings and income have a complicated infer con- 
nect on and they act and re ict upon one ancther Till /nil 
employment investment increases income end employment but 
b^ond that only pTi« s rise 
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Q 10. “One >vbo tries to sate destroys real capital “ 
Examine tbe vsiidity of the statement, (KarnataL 1960) 

“Saving is a private virtue but a public vice ” ’Iliscuss 

(Karnatak 1959) 

Ans. Prior to tbe advent of the Keynesian school of thought. 

It ivas presumed in accoidanco with the a««utnption8 of 'Micro- 
economic analy'sis that saving is nn unquestsotinble virtue Hard 
■work, maxitaurii of earnings, thrift and minimum of cxpcndituie on 
consumption were extolled bj the puritans to be the highest of 
virtues Max A\cber gives a vivid descnpt.on of the concept of 
economic morality practised by the puritans after tbe Ecform.ition 
in U c^fTii Europe <Max \\ eber, PtoUSlant tlAic and the Rise of 
Capitalism) Everyone was advised to be as industrious as possible 
m his own calhng and accnnmlate a fortune by maximising 
earnings and muumismg expenditure The belief m the virtue of 
savings remained totally unquestioned till the appearance ol the 
Crarrai TAror^ of Keynes in tbe year J 930, which clcpirtcd sharply 
from the traditional mode of analysis Keynes arrived at a conclu- 
sion exactly contiary to the one that was universally accepted at liis 
tunes because of tbe generality ot bis theory which was founded on 
laacro-cconomie anvlysis The conclusions deduced iiom micro 
economic analysis lead us many a time to utter abnirdity from the 
angle of the society as a whole. The controversy regarding saving is 
an illustntion m pomt. 

^Saving ns a private virtue docs not need mueh/Cf on evplona. 
tion*" Every individual does possess some instinctive fear of ui«ecunty 
for the morrow and hence, would like to assure himself in advance 
that sufficient care is exercised to mako the future as secure as 
possible. The man that indulges m reckless expenditure is likely 
to land liimself into tronbJe when his resources pet cxliausted. 
Everyone is, therefore, well advised to save for the rainy day. 
Apart from a positive caio for the future, saving naturally’ emerges 
as a virtue when one condemns all expenditure heyond the barest 
mmimum on grounds of puntani-sm If earning be a great virtue 
and spending a vice, saving automatically emerges as a virtue This 
was the religious injunction that was pointed out by Max Weber and 
he argues, it was this attitude that was responsible for the accurou- 
lation of investible funds for investment to make possible the n^e of 
capitalism Saving was therefore, held to be an implicit v irtue All 
~ this analy’sis was obviously made purely from tl c angle of tbe | 

individual and the implications of saving from tbe social angle were* 

utterly negleclcd 

Tbe Keymesian departure from the accepted mode of reasoning 
starts from tbe proposition that one man's expenditure la onothcrl 
■ man’s income. 11 iiat is expenditure from one angle becomes income 
from another. The people who spend and the people who receive 
stand at two opposite ends^the spender’s expenditure becoming the 
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receiver’s income It is the appreciation of this vital relationship 
between expenditure and income m i^nTifuTt nf n c nmoty a 
network of exchange relations that brings to light the full implica- 
tions of the act of spending and not spending Saving as defined 
by Keynes IS the excess of income over expenditure for consumption 
purposes In other words, savmg is the residue that remains after 
meetmg one’s consumption requirements out of a given income Given 
the Size of the indiMduaJ s incomt more of savings could he realised 
only by curtailing consumption Tho precise point at issue is 
whet her-giirt.ulmen t of. consumption could be regarded a virtue The 
pre Kejiiebian line of reasoning regards a cut m consumption to the 
barest minimum as so ething highly desirable partly on religious 
and partly on p'eudo economic ground Me have to examme this 

Keynes with a view to assess the implications of a genera! curtail 
ment of consumption pursued by the members of tiie community m 
view of the virtuosity of saving as against expenditure 

A general curtailment of consumption by the community as a 
whole would obviously imply a cut in tho demand for consumer s 
poods A restraint of consumption must therefore create a deficiency 
of demand for consumers goods i reducing odveree effect* on the 
prices of the consum'-r e goods and the income of their producers A 
depression of demand for consumers poods uouJd rscan not only 
lest of income for the -fitoducers of Uie«e goods but aI*o lc«a of 
j demand for the producers goods that are requir ed to produce be 
• consumer s goods Tlie demand for producer’s goods is a dcnvtcd 
demand m the smse that these goods are not required directly for 
their own sake but are demanded becau*' of the demand for consu 
mer s goods for the production of which thej arc required A defi 
ciency of demand for tl e producer e goods would depress the incomes 
of the producers of these commodities and hence the consumption 
dennnd of tho'e emplojed m the producer s goods industries would 
also register a fall ' Thus agcncral reduction in consumption bccau'c 
of the belief in the virtue of saving would bring about a geurjil 
deficiency of demand, leading to a considerable falljn production, 
shrinkage o f the jiational income and a low level of equilibrium 
because of the folly of «aviDg Saving wTucL isK private virtue (if 
overdone it cea®ea to be a virtue even from the purely pnv ate 
interests) becomes a public vice because of the influence of savmg m 
reducing the national income when savings are kept idle Income, 
aavmgs and consumption are closely interconnected and whether.- 
aaving is a virtue or a vice has to bo determined on the basis of the 
I effect of savmg on income Savings that are hoarded certainly 
reduce the size of the national mcome and hence hoardings are 
certainly a vice under normal times (Hoardings during wartimes 
serve a useful purpose in the sense that to the extent of the vvlue 
of the hoardings inflationary pressures are held under check In 
fact the actual influence of hoardmgs IS likely to exceed their statis 
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tical value m view of the inaltiplier effects of spending which other- ^ 
wi=e vould have been produced) What is a vice actually is not the 
act of saving but the act of hoarding Sai ing uTiicHls supposed to 
be a private a irtue could also serve a good public purpose if only 
savings be embodied in investment — in the creation of real capital 
assets It IS the idle savings that stand to blame end not the sa\ mgs i 
that are productivelv used for the creation of investment goods One* 
who tries to save destrovs real capital only if on" is unwise enough 
to hoard one’s savmgs and not make them available for mvestment 
In fact no economic progress could ever be mode without ■'aving and 
investment being undertaken on a large scale Saa mgs that are 
matched by the creation of real capital assets he at the root of 
economio development especially so in the earlj stages of economic 
growth A diversion of resources from consumption to investment 
IS the very basis of progress and the stand taken by Marshall in this 
connection applies especially to the under developed economies which 
stand badly m need of the creation of capital assets The Keynesian 
analysis is obnousiy made fr m the angle of economies which 
alreadj posses^ almost a surfeit of capital equipment and which 
therefore arc mamly bothered about the constant utilisation of 
capital which dope ds on the perennially of demand The virtuosity 
or otherwise of savings cannot be decided unless one considers the 
relationship between consumption savings imestment and the 
national income Whether it is a virtue ora vice depends entirelv on 
the influenco of sas ii g on the national income which in turn depends 
on the relationship between saaings and mvestment Unless we 
know what happens to investment wo cannot pronounce a judgmentj 
on savings 

POINTS TO REMEMBER 

1 Saving uas supposed to be an unquestanable virtue on tki basis of 

urong micro economic analjsis 

2 Max IVeber extolled the role of savings as the chie f prime m otive 
for the int lafion of the proceJj of capitalist development 

^ The Keynesian Revolution departs sharply from ike Uadiiional 
vieispo nt One man s expenditure ts another man s income 

4 The relationship betiteen savings, spending for consumption and 
investment cias closely examined by h^nes 

; The general effect of a curtailment of consumption would be the 
creation of a general defiaeney of demand 

-j< .li.i'.sdU.sawi<l* Jiust -JK* -to Jit/rmfr jjmi .jioi ./4os» jihlstedj^' 
purposes of investment 

SELECT READINGS 

1 Keynes General Theory 

2 Halm Afonei 
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4 Ctottther An Outline of Money 
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Q 11 State Ke)'nes fiens on the equality of saTings and 
iDTeslmeot and show whether lhc> would necessarily be equal under 
macrodjnamic conditions (Allahabad 1960) 

‘Savings and in\estnieDt are equated by variations in the level 
of income* 

‘Savings and investment are equated by variations in the rate of 
interest Di cu s (Gauhati 193?) 

In what sense must savings and investment be always equal ^ 
Has such equality any relevance in (he determination of monetary 
policy ’ 

Savings and investment are always equal ‘Savings and invest 
luent are equal only in equilibrium Do you think there is a possibility 
of reconciling these two statements^ (Punjab 1928) 

In the liglt of the Keynesian dehniiions, consider how far the 
equality between <avmgs and investment in equilibrium is meaningless 

(Allahabad 19'8) 

Show bow, according to Keynes, an economy can attain stable 
equality between savings aad iniestment in eqojJibmm 

“The so called equality >between savings end investment u 
meaningless Discuss (Delhi 19^6) 

Ans Tho Keynesian analysis of the relationship between 
BOTuigs and investment is an important land mark in the course of 
I evolution < f his general theory about emplo>y ment interest and money 
and especially in the procc^ g^f effl orescence of his thought about the 
causes that determine tL<* total volume of mvestment and output 
Partial micro reasoning done about the causes and conequences of 
eaving and investment in the pre-Keynesian era could not obviously 
strike the heart of the problem due to a confused state of analysis 
wh ch could not i roperly ass gn » central role to the influence of sav* 
mgs and investment on tl e size of the national income The uniqueness 
of the general theory m connection with tho analysis of the relation 
ship between savmgs and mvestment lies m brmging to light the precise 
influence on mcome produced by the proccssofsavirgs and investment 
The integration of the various tJ reads into a single well knit scheme 
j9 the speciality of the Key nesian mode of thought 

The savmgs mvestment controvery has been very much alive 
in economic literature for quite a n imber of years especially because 
of the fact thatKevnes in 1 is TVygUrr 1 ad state<l flat pavings and 
investment can be (hflerent while in Theory le mamtained 

tTiat they must necessarily be equal Actually if we come to analyse 
the problem wefind that the real differences lie m the defnitions 
adopted and not m any defects of logic People who quarrel v itb the 
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definitioti^ ti'cn bj others do eo mainlj on the basis of the usefulness 
of the definitions put forth 

Briefl% gpc'iking ue say that whether savings [&}— investment 
[I] or not depend' upon how we defne the two Tor mstanre if we 
ssj that mcomo [Y] is oimcfl by consumption cTpenditure [i ] and 
investment eYpciiriitiirc []] so that 'V=C-*-I and Y earned is either 
saaedor consumed so tint y=C-vS, then necc'sanlj S — Iiftheact 
of consHiDptioii in the first equation is the same as the act of con 
sumption m the second equation In other words we sav that an act 
of consumption by creatmg consumption expenditure is on tl i one 
hand gcncruling income and on the other if wc 8.iy that by that very 
consumption act wo arc consuming away a part of tne income which 
13 being created then C m both the equations Y =s C+I and Y- C+S 
must bo the same By the same logic whatever income is being genera 
ted tliTough the process of I is not being consumed and hence is being * 
saved and hence S*=T 

It 18 quite clear that the abovoequality between S and I is being ^ 
obtained by a peculiar logic tn that the act of geaeraticm and 
utilization of the i come is the fame Xaturall} such a definition ' 
leading to equality between Sand I pertains to ^njil/t/’PJLddiiutlon# 
—5 and I covering a certain period of timo howsoever small op long it/** 
may be Further m this definition the moment an cspcndituie takes 
place it bctomes a part of mcomo and i 3 hence cither being consumed 
up or saved and naturally if this expenditure is coming from 
consnraption expenditure it is being consumed up, if not 
It 19 being saved Under such circiimstancos wc could not 
get anvthing other than equality between S and I \tecan also say 
that whenever investment expenditure rises that very moment Y 
increases by an equivalent amount and that increased Y has to be 
held and owned bt someone or other. If the recipient of that Y 
spends It on further it must treat© an equivalent additional income 
and be Iwld by someone else Tims Iho very fact that any expcndilure 
made must be received by somcboiU necc'-sitatea that it become a 
part of \ and hence add up to cither C or S e must recall hero 
that this equality ol S and I is following bccau«e of peculiar definition 
of Y which IS being adopted by Keynes in hw Ctnfral Theory 

In the TreoJise liowevcr Keynes had adopted a different 
definition of Y and therefore, could maintain that S and I can be 
different There all receipts do not form part of Y .Al normal rrofi ts 
or Jossos jjjy Iv ta eaevranr flw an? they ftr 60 snb 

ITartT'd fronm For this reason Kevnes could state that wheri I 
n^s, the only result i& Hint total cxpcnditun, is more eo that profits 
[ Q ] n t S ncc eav mgs an coming out of normal income, the result 
w that I>S by (in amount eq lal to additional imcstment or profits 
Q Similarly if inie),tm'’Jit ftllx aboormil losses take place and lead 
to a situation where &>I Keynes was cicluditig occurr 100 of 
abaj'mvl profits or losS'^ from the income accounts to show the 
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effect of changjijg investment on prices, His mam puipose was to 
find out the way pncta of Gonsomption goods and capital goods get 
determined and fluctuate with changing investment leading to almor 
mal profits or losses 

Thus for Keynes possibility of inequality of S arul I in the 
Treatise ■» as useful because it conld help in the explanation of fluctua 
tions in prices In his General Theory on the other hand the defint 
tions adopted were of greater significance because there his purpose 
was not to discuss clianges in prices but rather to eliminate them for 
finding ou'l changes ui real mcome and output The question 
anses whether Keynes succeeded in his mission We find that equa 
lity of S and I m fact gives us no help in the causal analjsis of fiuc 
tuationa m income What definitions of General Theory do is to 
eliminate the possibility of artificial changes in the expression of 
income and employment caused by changes in monetary values 
[ In the Treatise his purpose was to analyse these monetary causes 
which bring monetary changes in terms of prices profits etc and so 
wo flnfl tho possibility of inequality between S and 1 1 The real 
causes of fluctuations in Income and employnicnt ace found m the 
four uliimate doterminints of the economic system Hate of interest 
gets determined by money supply i id liquidity preference invest- 
taent by rate of interest and marginal efficiency of capital and 
consumption by consumption function Savii gs and investment 
in General Theory are not the di-tenninants but the determinates of the 
system And to facilitate the analysis of income and employment 
changes they have been assumed equal Keynes says that in the 
savings are a residual following Y and consumption in the system 
Changes in f lead to changes in Y in such a way that savings become 
equal to invesmeot 

Prof Robertson had advanced quite a different set of definitiona 
of S and I by which their inequality was not supposed to be used to 
give us changes in prices and emergence of abnormal profits or lo'-ses 
only but rather changes in the income as euch Prof Robertson says 
that instead of assuming that an act of consumption for example is to 
be viewed both as generatu^ V^nd spending on consumption out of 
that generated mcome wo should make the reali«tic assumption that 
lit takes time to spend a part of the income which is being earned 
Accordingly he saye that we can divide time into small periods m 
such a way that income earned m one penod cannot be spent 
m that period but becomes available for disposal only m the next 
period Tile calender length of this penod 13 of little ignificance and 
may vary from economy to cconorov But given the length if this 
period which may be caded a day, Robertson says that income earned 
in day 1 is the result of the expenditure on C and I m day 1 but S 
and consumption expenditure during dry 1 was coming out of the 
income earned during day 0 Thus while in day I disposable income 
[earned in day 0] was divided into C and S income earned during 
day 1 [which is to become disposable income of day 2] is equal to 
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C+I Thus ol viQU'5l3 di'tpoc'ihle income of day 1 ^vlU I o < di^-pos 
able income of dav - actordingas indayll^S Prof 1 obort‘:oi 
inaint vins that this di‘<tmction httwccn earned and disposable- inconu 
enables us to trace changes in income'Ironi period to period He al • 
mumtams that this distinction not only helps us in tricing out 
changes in income but also enables us to find out broadly uhether 
any forced sav nigs or dissavings aro taking place For instance with 
rising I, and gitenS tberesolt may be just rising prices and using 
money income only if the process IS not accompanied bj' increase in 
real output 

On the face of it Prof Robertson « approach looks more iropres- 
Bive as it purports to give us an explanation of both fluctuations m 
income Qi lerll ar prices Further by aarying the tunc intcrial between, 
different dajs' or by varying the lengths of the ‘ dajs for different- 
sectors of the economy it may ho possible to weave out intricate 
patterns vviuch the fluctuation-* m mcoincs and prices of an economy 
•will take place But m reality Robert-wmian analysis does not help 
much just as Keynesian analvscs docs not In Iloberfc*-on wo don t, 
find any reatons whv I should bo groat<rlhanS or uce vma we 
don t know uh it should cause such aclnngc and in ulnt direction^ 
this change should bo expected to take p! ice next period If it is 
mamtninotl that chances m I and S m the c^mulg periods v\ill dejend 
upon prices and incomes then wo have to find out tl e causal iclations 
between incomes and consumption and prices and investment 
dcci ions In other words vve arc reijuired logo into enu'es which 
determine investment and consumption decisions and that is what 
Keynes is doing in his General T/teorjr AndKejnes certainly does 
it more systematically and more successful^ It is tl erefore not to 
say that Keynes’s equality between S and 1 is tQeanini.kss It ha-- its 
own place and is not to t e dislo<lg ed by any substitute 

However a thumping distinction between the ex ante and 
ex post concepts of S and I his come from the Swcdi h 
economists arul is very helpful if incoiporated m the 
Keynesian system not only »n und< rstanding what exactly 
Keynesian equality of S and I mean h it ilso in finding out the real 
limitations of such an assumption of equality According to this 
distinction between « ante and ex post & and I vve should distiivui'^b 
between what we plan to save and invest and what we actualh save 
and invest Our plans to sa'vo and mvcvt ate ba=ed upon our invest 
ment and saving® «cliedulcs showing various amounts of savings and 
investment at different levels of icicomes prii.es etc However in 
the ex post sen«e I and S must be equal for they c nnot bo othervuse 
Now if planned savings and planned imestmcnt arenot equal t! en 
changes m income will take place Tor example^ when wih given 
rate of intcre't income etc peoplewant to invest more than they plan 
to save the result w ill be that bigger investment os comp ired with 
savings will lead lo increased income [ami naturally out of that m 
creased income increased savings will be made] On the other hand if 
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people want to iHTest le^B tjjan th^ want to eave, sm iller investment 
will take place , but enialler isvestoirat will lead to reduced lucomo 
and beiH© reduced soMugs It was for this reason that Kejnes could 
also state at one place that S is sjwsjs equal to I and at another that 
wlien I rises, Y rises m such a way that S rises to become equal to 
T It 13^ bc-notril tiiu^t tlua. distinction between. rx anle and _cx post 
toncepts of S and I ojicned op an entirely new vista^oF^analisTs^of 
fluctuations in incomo and emplojoicnt In Hicks, for example wo 
tho incorporation of a variety of time la gs in conjunction with 
different pMlema of liwesTnieiil'” leailmg indifferent patterns of fluc- 
tuations in income of the economy It is with the help of distinction 
between planned S and planned 1 and the acceptance of their 
inevit ible post facto equality that helps us in an elaborate analysis of 
trade cycles Of course, just ihia distinction is not sufficient , problems 
of cajiital output ratio the effect of changing demand and consump- 
tion on investment decisions, the distinction between induced and 
autonomous investment, the distinction between investment in 
working and fixed capitil and a host of other things are needed for a 
complete analysis of trade cycles , but this does not m any way 
minimize the importance of this distinction Thus we can say that 
'Keynes’s equality between S and I, provid^ we keep in tomd the 
<l]«tinctJon between ex-anle audexpfjt concepts of these, is not at 
all a meaningless thing, but a necessary and usefu' thing in the 
explanation of ductuatioos ui income and employment of a free 
enterprise economy. 

In conclusion we can say that this equality between S and I 
does not mean that the economy is stable lo iRohcrtsonisn system 
the economy will bo stable if 6 and I are equal but not rere«eanly la 
Ktyncsi in general theory system, smeo in KejTiea’s Ctneral Throrjj 
cquabf V lietirein S and I follows from the definitions adopted by hiia.| 
III Keynesian General Theory, it is not the equality between S and I which 
IS needed to stabilize the cionoroy but (he coiitrol/rng of conscfnip-| 
tioti and investment decisions In the Trtatisi. however, definitions' 
of S and I were designed to help m llie analysis of prices Therefore 
it follows as far as price stability goes equality of the S and I of the 
Treatise is of spcci il significance for the monetary policy, because by i 
keeping S=I it will be possible to avoid price fluctuations But when 
wc come to the maintenance of income stability in the economy, we 
find that equality between S and I [ of the General Theory] does not' 
suggest any action for the monetary aulhonties Hather wc have to 
search for the determinants of investroent and consumption to 
finj out thq role of rate of interest etc. in order to make the analysis 
helpful for the monetary authcmtles According to the General 
Theor^r,. thamo'jftjjy aurlioDtifts sbonld to regulate the rate of 
intu "cst in such a wav that investment is regulatdl through it and at 
tii« sams time the monetarv authorities should tty to provide extra 
purchas ng power through deficit financing etc m order to slimiiUte 
demand and consumption in the economy. 
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POINTS TO REMEMBER 

/ Whether S — I or not deperds upon whot ite mean 6) the fioo 
cat gories We sh uld therefore Irv to look at the ustful 
neis of the defnxtions ofi> and I rather ll an their equality 

2 !n Keynei General theory’ by definition S=/ because 
Y^^C+I andY=C+S C entering into both equations in a 
common way and by a single act on the part of he consumers 

3 In the Tr attse Aoueter abnormal profits and lasses are 
'deluded from income out of which S is to come ond hence 
there / and S can be unequal /ending t > prej^^s (or fosses) 
and cAanges in prices 

d In tne Genera Theory Keynes wanted to analyse changes in 
tneame and we are to see haw far the drj^ni^iors of S and I 
helped h«m 

S Prof Robertson introduced the d fference fcetueen tamed 
income and dis^<able income leading to possible inequality 
hetioeen S and I and changes in disposable income from 
period topenod But he failed to giiv as a complete causal 
analysis as to tohy iniestment shoufd be different fr m S 

<S Kcjncj just asjum s Ssaf and tries to locate the causes of 
fiuctuations m income in the ps'chofogical fund ons a i the 
quantity of mo ey And if we introduce ihe ex ante and ex- 
post distwcti n of S and I ue get on odmirobfe result 
Inequality between ex ante S and I will change income but 
ex post 5 and I must be equal 

7 Far monetarj polici from Treatise we find that S shoufd be 
kept equal to I to keep the p ice Intis stable In the General 
Thf cry S®=J has no mron ng /or stobi/iO There investment 
and consumption decisions should be controlled Theorly 
menttary aettm suggest d ts increasing purchasing power, 
money suppl utd reduction of interest rate 
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where is the marpinnl propcncitj to mnsumr m»3 

IS the Biarcinal propcn«iU to foxo Tho multiplicf h thus the reci- 
procal of the marginal propcnsiU to kv\c 

In recent times nnolhcr coiicei t of miiltipher lins Lien ctolveil 
namelj, foreign trade rnuUiphir II the marpintvl pro^ietisity to 
save IS s and the mar^inai pripensiis to import is m (i « increment of 
cxpenditnro on imports to mcica«e in mci me) then the fon ign trade 


niiihiplicr F« ^ 

of income is saved) and ra 
spent on imports), 


Tor mstimcc if i i ite J of the increment 
i (« e I/G of the increment of income is 


The multiplier docs not nlwosB operate nvitomatically and 
smoothly Neither does the income nlwajs mrreate l>y the full value 
of the multiplier There arc certain oITietting factors which have to 
he taken into account m estimating tl e net increase m income aa n 
remit of nn increment of invistmcnt First a net increase m 
public investment mav bo nuthCed la the dmunishcd j riMvto invist-/ 
ment For instance the method of fiimneing tho public investment 
mayraimtho rale of interest and thus retard jrivatc iincslmcnt 
Secondly nn increnso ui public investment may raise tho prices of 
capital goods and (htis oflect pnvste imcstment Bisidcs theso thcro 
arc ‘leakages” which may interfere with tho smooth operation of tho 


KcyncJ, J M—CeofralTheery P 115 
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EQuUip'ieT process ami sloTv dwnn the pace of the multiplur The 
foilowin" are the possible leakages in the mnllipber 

1 The pai t of income that is sared m the form of idle bank 
deposits 

2 The part of the increment of income that is used to piy off 

debts 

1 The part that is invested in securities purchased from others 
who fail to spend the proceeds 

4 The part that is spent on imports which does not help 
home emplcyment 

5 The part that is devoted to the piwchasc of output sup''Ued 
from excess stocks which may not be tcpl^d This is the ''negative 
mvestment" or disinvestment 

The Keynesian investment multiplier as discussed above :a a 
purely static concept The most serious weakness of this concept is 
that iCabstracta from the “time element” and presumes all changes 
to happen simultaneously and instantaneously But m the real world, 
the adjustments in income and employment do not take place instan* 
tsneoualy but only after an interval of time tbe length of which 
depends upon various institutional, technical and structural rigidities 
and bottlenecks 

Heoently tbe concept of tbe multiplier bas been given a djnamfc 
form bj Prof J R Hicks’ by introdueiog * timedags” in the con- 
cept In this dynamic theory of tbe rnultipiier, saving is not consi- 
dered as s function of the cm rent income but that of the income of 
the preceding period In other wonis saving is tbe difference between 
the income of tbe preceding period and consumption of the cur-ent 
period Among the various lags which interfere with the working of 
the multiplier mechanism tbe two types of lags are of utmost signiii- 
cance First, the lag between the increase in consumption and increase 
m -production The length of this type of lag depends upon such 
technical factors as the availsbiLty of raw materials, working capital, 
transport and communication®, capital equipment and also upon tbe 
psychology of the busmess community and its response to increase 
in sales Secondly the lag between tbe receipt and disbursal of income 
The length of this type of lag depends among other things upon the 
spending habits and the attitudes of the recipients of new incomes 
towards saving 

How far is the Keynesian mnltiplier theory applicable to the 
under developed country '> 

The Keinesian multipher theory is based on certain iinpJieit 
assumptions In the first place, Keynes assumes the existence oT 
inoaluntaTy unemployment As Keynes has defined the term “Men 

1 Hicks J,R — AContribUiffatothe Theory of Trade Cycle, Ca. 2, 
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ate mtolnntaiily memplojedit m nggteeale 

pt.ee of ttage e“‘'> k fc tC mmtent mono; .. .ge aaC the 

8oppl5ofhboor.,.llmgto'.otkl ,h,„ „» 

ac'CTCg'ite demand lor it at twai ^ » words the pre^enct of 

emstmg volume "f i,„„g under the money 

miolontan d to acetpt a lower rial wage 

illusion’ the 'o’*’"''™ , „onc5 wage This crucial nssump 

although they may resist " “y" dems not hold good in the 

tmn underlying the Ia'y"'i" „a,„ro’lit untmploy ment in the under- 

under dev eloped economy The n ^ froin the involuntary tin 

dereloped country ' J ,„d„.tr.d country The type of 

employment peculiar '» „„dcr dcaeloped country .. known 

unemployment characteristic o „ul,o room for any sub 

:.\S”irrc« i”;'''-";trkrtirr"L :eeto7;: 

Another crucial "-■"Pr.rt'S.tgmpCr " Bid'S , 
IS the existence ^Sa-lStaV factor? hohhiig up the p^co of ^ 
T^ellUou-n one of uiVr dcvdopul com trj is the «carcity 

economn. de\elopTncnl ^ vbstticr ot excess captuty 

of c-vpital and cipitil q P «n mveslrotnl mtrtU leads to 

rfSnTf‘“mcrcs and prices vuthout mcrtasii.g output or real 
income in the corresponding degree 

» mATA clooch the nature and causes of the 
Z Snnd boltIcnUs iihich arc likely to interfere with 
various time lags -jj^rdcaclopcderonoma An increment 

the multiplier process m instance to nn mere isc in output and 

ufmac-toen. to .he multipli.r iheory 

employanent Ihe ^ eonsomutlon goods industry In a typical 
ought to ™'"' 5'™ jiie chief ransumption industry to which the 
“5f.'‘''7 S?lTwodd ^ySmablj £1 directed is agricultural 
additional ‘’™“™ n„„]dl over tlio world is an industry where 

foodgrains Erf a H ,„elast,coTi r the short period This 

fortechmealiu^ons^^ ugricullurvl underdeveloped country 
T’,”;run oh“rvS £™™no.. that the supply cuno of toodgrains in 
It J„„„,„,s notonly iiiehslic but over a certain 

"'^?™ ,rStohcS«ctit«rJ.I»pms' This is explained by the 

fact that as tiio roodgtams constitute the mam item of 

consume , o„„s„„e mote of their output than before 

E STorreduSumtoriurIrW rarff,,, of toodgrains This 
™eans in turn that the non agncuUural sector now has to pay still 

1. Keynes J M C>/> cit p 15 , . „ . 

2 United Natiom, Measures for Economic Development of me Under 

developed Countries p 42 
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higher prices for its foodgrains and raw niateriala, the industrial wages 
and with them pnces begin to rise resulting in a vicious spiral of in- 
flation 

Apart from these reasons, the agricultural producer is rather 
reluctant to act in the wa^ postulated for entrepreneurs by Keynes 
in response to mcreased demand In the under-developed agricultural 
sector of the under developed conntiy production is more for c!f- 
consumplion than for nif^rket and a sidistantial part of the busmess 
■does not come under money transactions at all A given increase 
in demand consequent upon an increment of investment does not 
result in output of the corre^ndmg order 

One mav expect that the position would ho different in the 
industrial sector But even here the time lags and bottlenecks of 
eunilar nature prevent output and employment from increasing to any 
substantial extent The basic reasons here are the absence of excess 
capacity in tho capital equipment non availability of working capital, 
scarcity of skilled labour and technical personnel and various other 
bottlenecks and rigidities characienstic of a shortage dommoted 
economy 

Tho net result of the various time lags and structural rigidities 
and bottlenecks is that Ihe mvcstmci t multiplier is much higher in 
terms otmonej incoino than real income and to that extent inflation 
ary pressure* is generated 

POINTS TO REMEMBER 

j We may disttngutsk Ihrft dtjf<tent concepts of "multiplier'’ 
namely (a) employmeni mulUplur (b xmiestment multiplier and 
(f) fonegn trade multiplier 

1 The Keynesianinvtsl’ntnltmlttpluT ts a purely staiK corveptastt 
abstracts from Ike time element and assumes all adjustmenis to 
take place inslantanenusly and simultaneously Prof Hichs, 
howeoer, hdf dynamized the cancepl by wfrorfaetug the id'a of 
•lime lag 

s The Keynesian mulliplier theory ts of limited app'i ability to the 
overpopulated underdeveloped country At first glance li seems 
that since the marginal propettsuy to consume te muck higher in the 
bachford country than m the adoanced industrial country, the 
multiplier uould operate more tigoroutiy mike former This, 
koziever, ts true only tn regard to money income and not real 
income 

'fl'tassumptions underlying the K^nesim multiplier theory like Ihe 
existence of^voluntary unemployment (t e the scope for a cut tn real wages), 
the preserve of Ixcess capacity in the capital equipment availability of skilled 
l^our and technical personnel and transport whsek ensure an elastic supply of 
output do not hold good in the ursderdeoeloped country 
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Q 13 Examme the role of expectations in dcterminm" output 
-^and employment (Bombay 1958) 

Examme the appropTiatcn'ss of the Keynesian analysis of the 
role of expectations as a dctcrmiiunt of investment (Calcutta 1956) 

Ans The stability and progress of any society is largely 
conditioned by tho volume of inx Tin, laigcr the proportion 

of the nation vl income that 13 utdnml invested the greater wCmld 
ba the rate af production of income yielding assets and tli retore 
the rounds of income to tloxv in the subsequent peruds ot time could 
be expected to grotv larger on the assumption ot a full uso of tho 
asaota produced ihcjiroiluEtion cai mty durmc x Li'cn period of 
time depends to x great extent on the invt tment imtl rt iktn during 
the previous periods in orilcr to on ivlo durvltlc US', ts of pioduction 
and on tho sxmo line of reisoinng the production ciipxtitv of tho 
future would depend on the volume of invc4.tmciit iindcrt iken m tho 
present IVo cm easdv conccue of a regular direct lariatioii ' 

• fchtionship betneen the flow of imestmmt and the flow of tho 
national incoiac prosumiiig that the eomplemcnlary conditions #uUi 
AS the supply of raw-mxtcriala the coiiimuincc of dimand labour 
management relations etc woik m the norm d way It would not bo 
any exaggeration to contend Uut the fate ot a pixtn etenomy 
depends m the long run on the regularity of the flow of mviBlment 
It 13 therefore of the highest imjiottancc to know what j ixcnclj arc 
the fxetors that determine investment ui a given community and 
examine m this connection the Keynesian anaixsis regarding the rolo 
of expectations 

Mo had better start off with the }.n.sumption that wc are to 
examine the appropriateness of tho Keynesian analysis only m tho 
light of the conditions of a capitalist cconoiny tWitcli implies among 
other things (a) freedom of choice regardwig occupation consumption 
saving and inieslmont, {^) tberight to tlio accumulation of private 
property and (f) the right to the pujsuit of self-interest within tho 
legal fr ime work of society Investment in such a society obviously 
y takes place only on tho basis of a pursuit of profits The principal 
factor which exercises a decisive role in tho determination of the 
volume of investment IS the cxpect^iona of financiers and entrepre- 
neurs regarding the likelihood of making a fortune m tho future on 
the bas 8 of tho inv ostment to be undertaken m tho present 

Tlie structure of the capitalistic mode of production is ■'iich 
that investment has to be undertaken in anticipation of a future 
demand Every financier and entrepreneur contemplating a plan of 
investment must be agitated m his mind about tho possibility of 
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making a profit It must be noted in this connection that the two 
functions of financing and cntertJn«e are largely separated m modern 
times and hence the \oIuiQe of imestment undertaken during a 
given period of time does notdqiendon either of tlicm alone A 
major role of course is played by enterprise in the determination 
of the volume of investment It i» pertinent, therefore, to examine 
j the motivation of entrepreneurs in ondcrtaking inv estment 

It has been made amply clear by Keynes that it is not merely 
the mathematical impuKe to ealcnUte |rofit possibilities which 
could account adequately for enterprise Tlero is always to be 
found a spontaneous urge for activity based on a sanguine tempera 
ment which underlies visions of building up a bright future on the 
basis of one’s own enterpri*! In the absence of ft natural buoyancy, 
of optimism there would by very little of human activity mdeed m' 
the direction of investment for a future demand This is of parti 
cular impoitanco in view of the near impossibility of making reliable 
forcasts as to how markets would turn in the future Expectations 
are usuilly based on irritional beliefs constructed on the basis of a 
projection of the present trends mto the future Qn fact, the 
predominance of the prevailing trends in the calculations about the 
future is so di*proportionat< ly lieaiy that favourable conditions of 
the present lead to sanguine expectations about the future and 
unfavourable condUioiu to pessimistic expectations This is bow 
a boom leads to a further boom more intense than before and a 
depression to a further depression K’umerous mdividusla under 
taking investment in several directions laae to rely perfor e on 
their own expectations regarding the future built up mostly on 
wishful thinking ITio course of investment is determined by the 
course of fluctuations in the expectations of the entrepreneurs which 
13 guided largely by the state of psychology that moves this class 
of people either to mtense activity or to lethargic slackness The 
future is extremely uncertain mde^ and he would bo a bold man 
who could mal e a reliable prediction os to how the situation would 
change even during the short period 

A decisive factor m the present which exercises an enormous 
mfluence on investment is the state of fluctuations on the stock 
exchanges The stock exchanges perform tbe function of a constant 
revaluation of the existing investment and guide the investors to 
invest their savings m one form or the other Investment in 
securities that already exist does not add a jot to the total volume 
of investment Uhat it does is a mere transfer of ownership from 
one set of people to another The funds employed on the stock 
exchanges for purposes of reaping huge epcculative gams are so 
ficavy- tfsist YiVu gmvawwf ^ au ffs) 

likely to be greatly hampered In fact Kejmes contends that real 
enterprise based on long term expectations is greatly hampered be 
cau«e of the high order of preference received by speculative ventures, 
at the hands of the business commimily The expectations on the 
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stock exchanges are so mercurial that it is excecclinglj difRcult to 
pronounce anv judgment aa To hou the things uould change Kejne& 
regards speculation on the stock etchangca to ho hij-hlj delrimcntal 
to real investment and progress ami opines that the British Govt 
m contrast with the Govt of the USA has done well in imposing 
heavy taxes on speculative activities The stock txdiaiiges would 
for all practical purposes ho u'=elc<« hut for the fact that they proMde 
a comfortahlc sen^c of liquidity to the mdiMdual in%e8tor which in 
turn provides a great stimulus for investment 

Expectations rcgnrdmg capital appreciation and depreciation 
play an important role in determining tho volume of investment 
These expectations are greatly influenced bj the fluctuations on the 
stock exchanges There aro certain things irhich one could 
reasonably expect to come about in tho normal course of time 
A certain rise in population for instance would be a v aluablc certainty 
and hencQ the demand for at least the necessaries of life could be 
expected to increase Certain risks could ho parsed on to others 
on tho basis of a long term contract Investment m housing for 
ezAirplc could be made secure cn the basis of Jong terra contracts 
with the tenants In such eases there is a «ecuro ground for 
optimist expectations and hence for long term commitment in 
investment! 

Thus it seems wares and wares of expectations regarding 
what lies in store in the unpredictable future he at tl e root of the 
investment activities in a modern capitalist cemmumlv Fvpecta 
tion about expectations made bj others plaj a a decisive role The 
Keynesian anal j SIS regarding the role of expectations m determining 
the total volume of investment in a free socittj correctlv depicts 
what happens under eapifab'm It has lowevcr no apj lication to 
a socialistic situation in which the volume of mveotment ispovimtd 
and guided by the Central Planning Board on tl c ba^is of its own 
aims end ambitions Besides expectations tl e rate of interest the I 
monetary and fiscal policy of the state etc aho plaj an important | 
role in determining the rate of investment m a capitalist societj ' 

POINTS TO REMEMBER 

/ Tfie rconomie pregrrss of ngwen sociely is largely conditionid 
if the total oolxime of tnoestmtnt undertahm from time to time 

2 In a eapttalist soctely the Mai lolume of tnoeslment ts largely 
governed by the expected rale of profits 

J The structure of eapdaltstic production ij based primarily on the 
anticipation of a future demand 

4 The spontaneous urge for enltrpnse r^arl from expectations about 
profits also plays an mportanl rale 

j iS/ifftiJflfioa enterprise absorbs a good proportion of 

the inoesltble funds 
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6 Expectations regarding capital appreemlion and depreciation also 
play a vital role 

y The Keynesian analysts has io be screened tn the light of the 
total situation 

SELECT READINGS 

1 Keynes General Theory 

2 Dillard ^r<v««»on Bfwwmic* 

3 Hansen Guide to Keynes 
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Q 14 Fvaluate the Accelerator as a cycle maker 

(Poona 1959 

What Is meant b; ihe term acceleration coeflicient Is it 
■correct to say that different cycles dcrirc their character from the 
Talue attached to this coefficient? What are the different possi 
tihties in this respect ^ (Gujarat 1959) 

‘The acceleration principle helps to shed lights on some of the 
most widely observed charactcrtsitcs of business cycles’ Elucidate 
On what factors will the strength of (he acceleration effect depend * 

(Katnatak 1959) 

Does the acceleration principle offer an adequate explanation 
•of the trade cycle (Panjab 1958) 

Ans Ths conicpt oi the accrleralioncoefficmt OT relation v/nn intro 

<lucctl into economic milysw by Pr f It P Ifftirod m his epoch mak 
in'» work T awards a Dynamic Cconomes Tho concept hns been 
recently refined and given a UHiblc shape by wriiers liko J M Clark 
Simon Kuznetfl Samuelson and Kalccki 

The icceleratr i , i ncipio implies a technical relationship 
b tween lonsumption and imtstment The easenco of tho principle 
IS that changes in investment arc a function not of the absolute level 
of consumption but of the relalive change in consumption On Account 
of this functional relat onsliin between coneumptinn and investment 
a small change in the demand for consumption goods leads to a much " 
Wider change in the ilemand for cipital goods 

The concept can he iti'ide clear with the help of an illustration 
et us suppose that the annual output of cloth is 100 and capital 
output ratio being 1 I 100 machineaaro required for the j rod iction 
•of 100 units of cloth Suppose further that the average life of the ma 
<}hine 13 10 years so that 10 machines have to be replaced every year 
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Let now the dem'vnd for cloth mcrew fay 10% which would induce 
a 10% mcre'%so m d mand for m tchines Thus the demand for machi- 
nes will be 20 instead of 10 every year In short while the consump- 
tion has risen bv only 10% investment has risen by 100% (trom 10 
to 20 macliines) t/'t ns now assnmo that no fur her mctea'»e in 
consumption of cloth takes place t e ntthou"h there is no absolute 
decline in consumption the rate of growth of consumption becomes 
zero In tins case since tho demand for mvebmes for the purpose of 
replacement would rise by 1 macbme onl> the total investment will 
decline from JO maohinca to H inacbincs A fall m the rate of change 
of consumption will thus cause an absolute change m investment 

The acceleration cfTtct depends m tho htst place upon the 
capital output ratio or capital coefficient Grc vter tho capital coeffi- 
cient larger would bo tho increase m investment as a result of a given 
mci^ase m consumption Secon lly the sme of the accelcrntion effect 
depends upon the durability of tho cipital equipment For instance 
everything cUo rema nin^ unch mged m tho previous illustration let 
us suppoao that tho hfo of tho capital equipment is 20 years instead 
of 10 years The replacement demand for machines would then bo 
o machmes per year for every lOU machines Now if the demand for 
cloth inereises by 10% the total demand for mnehmes would ;ump up 
from S to 15 w It is trebled instead of being doubled as in tho 
previous tasc of a life of 10 years 

The acceleration effect is decidedly limited ui periods of declining 
demand A decline in the <lc an<l for capital equipment (i t disin 
vestment) is necessarily limited to rcpl iceroent A business enterprise 
cannot reduce its demand for c ipital equipment below zero all it can 
do in response to a fall m demand for its product is to curtail its 
replacement And this is limited to zero Suppo e replacement demand 
amounted to 10% of tho capital equipment an i a dt chne in demand 
for the finished products equal to J0% sots in The full working of 
the acceleration principle would require that the stock of capita] 
equipment should also decline bj 20 <. But the stock of capital cannot 
bo reduced in any ono year more than the nmount of depreciation 
which IS equ d to replacement demand In this case the decline in 
demand for cipital equipment is limited to tie 10% replacement 
demand The remamder of 20% decline in the demantl for finished 
product Mill be absorbed by allowing some of the remaining plants 
and equipment to he idle 

The acceleration effect docs not operate in the presence of excess 
.^capacity in tho capital equipment If there is enough of excesa capa- 
city in tho capital equipment, the increased demand can be met by 
running down the excess capacity and there would be no roagnifica 
tion of demand for capital equipment This is an important limita 
tion of the acceleration p mciple Many increases in the consumer 
demand mav be met b> MOrkmg oaertime or mldin, extra shifts and 
thus using the existing equipment more intensively Moreoa er indus 
tries which experience a a ariable demand are likely to mamtain a 
certain amount of excess copaoty ns » jiunnal coudjfcjojj 
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The increase in the demand for finished products must be reason- 
ably certain of continuing for a sufficient time m future and not be 
of a temporary character No producer is going to respond to an 
increase in the demand for his product by ordering more capital equip 
ment if he helieves this increase to be only short-lived (as is the 
case witli the consumer demand in the Easter month or Christmas 
week ) 

In recent times inspitc of some of the weaknesses and hmita 


tions of the prinniiJe of acceleration, it has become an extremely^_ 
popular tool for the anal} aiB the phenomenon of trade cycle Prof/ 

J. li Hicks in hia book A Ceninbulton lo ihe Theory of Trade Cycle 
has advanced an explanation of the trade cycle m terms of the 
accelerator 


Hicks’ theory of trade cycle is based upon the following funda- 
mental assumptions 

1. He assumes a progressive economy in which autonomous 
investment is increasing at a regular rate 


2 The saving and investment coefficients are such that any 
displacement from equilibrium results m a movement away from 
equih hnum though this m ovement may be lagged 

J Uicro IS a constraint on the upward expansion of the eco- 
nomy provided by the "full employment ceiling ” 

4 Though there IS no such direct constraint on the contrac»v 
tion, jet the ‘ transformation” of the aicekrolor m the dovnining 
(t e disinvestment cannotezcccd depreciation) provides an indirect 
constraint 


These assumptions are diagrarDmatically represented m the 
figure below. 

AA represents V| 
auto nomous invest- 
ment which IS ^ 

assumed to be grow- 5 

ing at a constant £ 

rate g. £} 

EE indicates ^ 

the equilibrium palh " 

of output which de § 

pends upon AA and 
18 deduced by apply- 
ing ‘ super-multi- 
plier” to it 

Pr represents 
the full employ- 
ment ceiling which 
13 assumed to grow 
at the same rate at 
which AA IS growing 




ACCELERATION ( OElTriClENT ASO BDdINHSS t^CLE C9 

LL reprcKiits tbc !o«cr equilibnum path of (iiipiil or tlic 
“floor” 

Now let us SCO how rivcii the e assumptions the deceleration 
effect flo-nmg from an inttnl mcrcmci t of inscstment ri'-ults in c\cJi 
caI fluctmtions in income and wnployiaenl 

Uptil Pq the ecoT)om^ idoacs along tlic equihhiium jalh of out 
put EE But suppose dt P® ihire 18 a burst of autonomous in\cstmcnt 
following saj an iiaention Although after the burst is o\cr 
autonomous mtcatmenl falls bark to Its old 1 %el >tt cm lee-s t of 
the explosi\e saving undm\caiment cocflicients as \ umeii lu the 
theory the path of output moxes steadily awaj from FI 

But the upward expansion cannot continue indefinitely Sooner 
or liter the path of output hits the full emplot merit ceiling such as 
P, and so the path ol output turns down But H docs not turn down 
immediMcly after hitting For sometimes il creep» along the ceiling 
This J8 because the li^gciP cflcctsot the induced iJiicstaient M 
t he noint It hita the ceiling miTimum effects of the inhiced inye sU 
ment of the previou s p^^flr.Ha Uoio n^l l>Af.n_rA.tl«(.il .ta \pL bO t will 
creep along the ceihng until thc^ cffecta haro necn i xhsuvted Tha 
moment Ihe'e arc cihui->tcd the path of output starts moving down 
' ward and the downswing of cvcie begins 

Once output staitA falling it can no longci rem tin cion along the 
equilibrium position This is J»ccmi«c of the historj of ptst innst 
ments In the inttiil periods 0 IJ induced mi csimcnts ire such as 
raise output above the equilibrium level W hen the b> stem is bum 
pmg against th’' c ihng indiiteil inicstment i» ^ust enough to mam* 
tarn output along the cqtiihbrium pith and m the list lew puuxls when 
output starts faliiiig current investment is below llic Itnl at which 
output can be m lUK lined al th equilibrium level B\ llie times the 
fall m output reaches the equilibrium point inducvd lavesiment be 
longing to the initial pencxls 0 1 J becomes verj weak whereas the 
force of investments in the rot of the periods together is not siicli as 
to sustain output at the equilibrium level Hence output must decline 
below that level 

Now the crucial que tion is what the character of the downswing 
i^woiild be and whether the donnward iBoicment has » bottom below 
which it cinnot go ilicks shows that tl e working of the accelerator 
uir iThrubwnwitru’patli u not tile same in cliaracter as on the upward 
path Infict on the diwnwanl patli then is a Irant/omalson of tho 
accelerator If the accelerator functions in thesvmcwij both m the 
upjwing and downswiug tJieri the fill would be a stctp one as shown 
by Q P*7 But m rcahtv d «uivcstment is hiaitod by the rate of' 

iition so that the fall m output is slower but prolonged as 
indicated by QjQ^ The pJaesof theaeoeJerator is iioiv tak"n b,i some- 
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thing nn'ilogous to the downward rension of AA because investment 
now consists of autonomous investment minus the constant late of 
depicciation This is like a dovmviard revision of the autonomous 
investment line AA Thus since gross investment cannot fall below 
zero the fall in output cannot go on indefinitely as m The 

slump must have a bottom and this floor is provided by LL The line 
Ui is deduced by applying the multiplier to the downward revised 
AA and this shoves equilibrium output correspondmg to that lower 
level of AA 

Once the output path reaches LL it does not turn upwards immc 
diately — it creeps along LL for •’ometime This is because of the 
existence of excess capacity Once excess capacity is exhausted tl e 
positive acceleration effect comes into operation again and the cj < !l 
can be repeated 

Thus Hicks provides a satisfactory explanation of the turning 
pomts as well as of the penodicitv of the cjcle Since the system has 
a ceilmg and a floor output and income cliangeo will oscillate between 
these two limits as the pendulum of the clock moves between the tw p 
limits The very existence of the ceiling and floor ensures some sort 
f periodicity which may not be r«guhr under all circumstances At 
the lower turning point Hicks makes a significant contribution to the 
theory of trade cycle by showing how exccs« capacity in capital 
Equipment operates in delaying the upswing 

Iiispite of these merits the Hicksian theory of trade cycle suffers 
from some serious weaknesses As Prof Kaldor has aptly pointed out 
in an article in the Eecnomic journal (1954) the greatest vulnerable 
{lOint ot the Hicksian theory is (he use of crude and mideadmg 
acceleration principle Tlic acceleration effect presupposes the const* 
anoy of the capital output ratio But m reality during cyclical 
fluctuations the capital output ratio is subject to significant changes 
Similarly the acceleration principle presupposes the absence of excess 
capacity in capital equipment But the industries which are 
subject to cyclical fluctuations are hkelv to maintain excess capacity 
in plant and equipment as a normal rule Sccoi dly the explanation 
of the phenomenon of trade cycle fiinii«hcd by Hicks is highly mecha- 
lucal and in real world the movements do not take place so 
mechanically as Hicka has portrayed fn particular Hicks fails toJ 
emphasize the psvchological forces arising out of uncertainty andji 
expectations which play a crucial role in a dynamic capitalist economy/^, 
POINTS 70 REMEMBER 

1 The pnnctpie of acceUraUon suites that as mveslmtnt ts a funihon 
sot of the absoute leitl of tonsumpUon but of the sale 
of change of eonsumpuen a srrall change in ccntmption leads 
to a multiple increase at aivestmtnl 

2 The sKt of the accelereiton coejjicunt depends upon the capital 
output ratio and the durabilUj of the capital equipment He 
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Q. 16 Examine criticaity the over inrestment theory of 
business cycles {Karnatak 1960) 

On «bat grounds would yon regard the monetary the under 
consumption, and the over-iavestment theories, taken independently, 
as inadequate explanations of the phenomenon of business cycles? 
Indicate Mhether, and if so how, they could rccoucjlc (Delhi 1957) 

Ans The over imcstmcnt theory of Irodc cycle bos been 
aril nnred bv writera hko Hajeh. Robbins, Alises, SpiclliolT, Co'sel and 
WickscU The over-investment school of trade cycle tonsists of two 
branches The monetary ovennsestment theorists like Hiijik, ilif'es 
and Robbms hold monetary factors to be pniunnly responsible for 
overinvestment and trade cycle The non-moiictary branch of 
overinvestment school conBi«tmg of 00*^61, bchumpctir Spittiioff anil 
Wicksell cmphafiires (echmeal and mslitutional factors like invcn 
ttons, discoveries, opening of new channel* of trade, new sotirtcs of raw 
materials etc. as the causal forces m the phenomenon of trade cycle 

According to the monetary ovcimvestment school, the upswing 
Iicgiii'^ when the marArt rat« of interest fUHs below w hot Wiekscil 
described as the natural rate of interest The dtmand for cndit m 
creases and the level of money invccirncnt rises As there is usually 
a time lag between the inflow of investment and (lie ouiflow of 
output, the jnereaso in investmont does not immediately kad to an 
increase m output On the controrj , the increase in investment leads 
to a rise m prices and the rising prices bv incrensmg profits blimulalo 
further uivcstnicnr. Thus » process of eumiihtivc expniisinn begins 
Bust unci bv credit expansion and mflaiionaty rise in prices 

So fur the explanation nms paralklto the purely moiittary 
theon of trade cy clc as formulated by Jlaw trey But nccoiding to the 
overinvestment school, the pioccbs of expansnn ako lirnducts « 
distortion in the structure of production Tins js the ncn-tnnnetnry or 
the real aipcct of the theory. The cnpitolisl structure of production 
Is by Its very nature capital mtciisive In the tipswmp the capital 
intensity of the economy mere iscs manifold CVrtaui contract intomts 
like wages, salaries and rent hg behind the rising jiriccs The 
rigiditv of these incomes has (he efTect of curtailing consumption and 
imposing /orffi savings upon the community The forced pavings 
increase the sujrply of inv*stible funds and the market rate of interest, 
tends to fall Tins combmed with <lic aitiflcinl gap between thc^ 
natural and market rales of interest atimulnlca further iiivcstinent 
As the jaJp xif Aulfji’j't JWJs I'jgw. ^.pv^.v.’ .vp/fAwie- 

production becomes relatively cheaper than labonr-intersivp produc- 
tion— the capital goods pcrlor becomes overdeveloped relatively to 
the consumption goods sector 

The seeds of the breakdown of the boom are to bo found in this 
very phenomenon of the disproportionality m the structure of 
production The credit disbursed by the banking systiin soon becomes 
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•<l(spcti»al3l(* income in the lands ofthcpubiic This incre-i ( h the 
demand for consumption goods The increase m the deniaidfor 
consumption goods implies that tfio production of consumption goods 
betomth rUatiioiv more profitable than capital goods so that Itaio is 
adiaersion of investment from the capital goods to the consumiiliuii 
goods sector Secondly, the increased consumption reduces the aoli irn- 
of savings and const (jucntly the rate of interest tends to rise fins 
affects the capital goods sector more adversely than the consumption 
goods sector Thus ti c sliortagc of capital (cquiaaUnt to undersaving 
or oaerconsumption) brings the boom to an abrupt end and the old 
arrangement m the structure of production la restored Besides these 
the banking system after a certain jioint refuses to continue the 
process of credit expansion because of the danger of the collapse of 
the monetary system 

The breakdown of the boom induces a process of deflation and 
hoarding Under the influence of general feeling of insecurity and 
Ticssimi'^m the firms as well a« the public seek to strengthen their 
liquidity position and there ensues a process of cumulative downswing. 

Tho overmveetment theory of trade cycle suffers from a sericB 
of serioui limitations In the first place, the theory m based upon the 

implicit assumption of full employment But it is much more realistic 
to start with a condition of unetnploMcent In such a ca*ti the 
efiic K of expanding bank credit would bo very much different from 
those postulated by the overinvestment school Seuindlv the concept 
of for< "d savings which is the heart of tho analvsis is based on the 
premise that consumption must be curtailed if the capital goods sector 
IS to expand Suppose however that widespread unemployment 
proails at the tune banks advance credit to businessmen Urder 
these conditions it is possible to expand simultaneously both the 
capital an 1 con«umption goods sectors Prices c f goods and services 
need not rise and forced savings nccil not bo created for financing 
investment in the capital goods proiluclion Tliirdly, the overinTest- 
ment school overestimates the inlluenco of changes in tho rate of 
mterest upon the character of proiluction and le\el of investment 
Neither tho level of investment is so responsive to changes m the rate 
of interest nor is the capital intensity subject to instantaneous 
fluctuations in response to srnall changes in the rate of interest 
binallv the theory does not touch tho orig natint cause of the trad* 
cycle Why is it that the market rate of interest falls at any time below 
the natural rate and ri«C9 above the natural rate at another tune 
The theory docs not furnish any satisfactory exjilanation Similarly 
the tbeorv does not expt un tht marked perioflicity of the booms and 
depressions Thus the tbeoiy is an inadequate explanation of the 
phenomenon of trade cycle 

The under consumption theory of trade cycle is a-socuted with 
the names of Malthu' Sismondi, Hobson, ioster md Catchings 
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The central theme of the underconsumption theory is that 
depression is caused by ovensaving, the root of which is to he found in 
the unequal pattern of distnbutiou of income particuUrlj m the 
capitalist society The high propensity to sa\e ol the higher income 
classes creates a deficiency of aggregate demand The prices Jali, 
profits are reduced and thus a process of cumulative contraction 
begins 

But how docs the crisis start at all ^ How does the boom come 
to an end and give place to the depression 

During the boom encouraged by rising prices and profits huge 
investments are made by the entrepreneurs in the production of 
capital goods But the capitalist process of production is by its very 
natuie time consuming rhereforo tho output of consumption goods 
does not rise immediately Price', remain high and profit margins 
persist and there is a constant stimulus to m\estment But after the 
geslation period the consumable goods begin to pour into the market 
But the demand remains inadequate to absorb the increased 
supply of consumption goods on account of the natural lag betw een 
the nsuig prices (and profits) md wages The market of consumption 
goods i« glutted, their prices fall and thus the boom comes to an end 
and the downswing begins 

The underconsumption theory js an inramplrfe ciplanation of 
the cyclical Quetuatuns m income mid im] ioyment It explains only 
the phase of depression it does not pro\ ide any explaiutinn ot the 
boom iSrcithcr docs the theory advance any tcasoii for tho marked 
and regular periodicity of tho cyclical muviments 

Thus taken independently both the overinvestment and under 
consumption theories are inadequate explanations of the trade cycle 

At first sight It would appear that the two are widely liifferent 
and the differences are irreconcihahle The undercon'umptiou theory 
emphasizes the unequal distribution of mcome — an irstitutional factor 
as the cause of the depression Tlie overinvestment tlieory on the 
contrary emphasizes the monetary and technical factors as the cause of 
the cyclical fluctuations Secondly, insofar as the explanation of the 
breakdown of the boom is concerned the two theories are poles apart 
According to the overinvestment theory the boom comes to an end 
on account of abundance of tb© demai <1 for consumption goods and 
the consequent shortage of investible capital According to the 
underconsumption theory on the otber bind tlie boom gives birtli 
to the deprevsion because of the deficiency of demand for con«uniption 
goods 

But it IS not difficult to reconcile the two apparently dissimilar 
theories As Prof naberlerbaa nghtly pointed out both the theories 
contemplate a maladjustment in the structure of production The 
allocation of resources does not correspond to the monetary demand 
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for the output of the different sectors of the economy Wore piccitely. 
the pattern of production does not correspond to spending and 
saving But the^e maladjustments are not of the same order The 
lop of the structure of production according to one theory, the bottom 
according to the other la overdeveloped relatively to < e flow of 
purchasing power In a st ise both the theones can be described as 
overinvestment tl eories Tothe underconsumptionists, investment is 
excessive in relation to the consumer demand According to the 
ovennveslraent school investment la excessive relatively to the supply 
■of capital 

In respect of one feature the two theones are complementary 
According to the undfircon<»amptiomBt8, lag between wages and prices 
increases j rofits and thus stimulates investment According to the 
•overinvestment school, investment is stimulated by a fall in the rate 
of interest caused by increased forced savings The lag between wages 
and profits is implicit m the concept of forced savings The over 
investment school will probably welcome the idea of incieascd profits 
•caused by is.agt frica difftttnital as a factor reinforcing the cumulative 
process 

The monetary theory of trad© cycle has been advsncetl by Prof 
R G Haw trey According to this tbeorj trade cycle is a purely 
monetary phenomenon and is caused by monetary factors orly As 
Hawtrey has put It The boom and depressions arethereplca 
inflation and deflation respectively ’ The boom is brought about by 
a fall in the bank rate which induce* the dealers ’ to hold more 
goo^ They place orders with the producers for more goods — the scale 
of production expands and income and employment increase Tl e 
<lepreE‘‘ion la sunilarly caused by a rise in the Lank rate 

The purely monetaiy theory taken by itself isalso an inoilcquate 
explanation of trad'* cycle If it is irue that the trade cycle m Caused 
by monetary factors only it follows monetary jiolit) has an cffictiie 
influence tipon the couv^ of ih>^ trade ovcle Thw however is not 
borne out by ixpcnence For instance dunng the icpression of the 
thirties the Federal Reserve System earned the process of credit 
expansion to fantastic extremes but without any effect upon the 
depression This clearly shows that there are non monetary factors 
which are beyond the control of the monetary authonty 

The m'Wii'farv theory of trade cycle can be easily reconeded 
with the uitt-cii-^iniumption and ovennTestment theones In the 
ovennvestment theory the monetary branch of the overinvestment 
school clearly emphasizes the role of monetarr factors The l,oom is 
brought about bv the market rate of interest falling below the natural 
rate of interest Similarly the depres'ion is caused by the market 
rate of interest rising above the natural rate of interest The under 
consumptionista do not explicitly emphasize the role of mon< tarv 
factors but monetary factors can be introduced as additional factors 
teinfotcmg the cumulative process 
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POINTS TO REMEMBER 

1 According to the ooirinveslmeta tiuorj tki upswing is caused bjf 

the market rale of interest falling below the natural rate and the 
downswing is caused by the reierse movement The theory is 
inadequate as it » based on the assumption of full employment 
and it IS mapable o Ktploinmg the per odicily of the trade cycle 

2 Accord ng to the underemsimt^tontheory the cause of trade cycle 

ts the peculiar nature of eipualtst production and the unequal 
dislribution of income fhe theory ts inadequate as tl explains onl 
the depression 

y According to the pure* non (ary theory booms and depressions are 
caused by changes i e bank rate h is also an incomplete theory 
as It Ignores important psychological technical and institutional 
factors 

■f All the three iheon s ean be reconctled The ooennoestment as 
wellasundereonsumpifontheoruscanbe described as overinvest 
meni ’ theories in a spe usl sense The monetary /a'ters can serve 
as eomp'ementary factors in ho/A Ike theories 

SELECT READINGS 

1 (laberler Prosperity and Depress on 

2 Est«y Business Cycles . 

J Rimbard Theory of Business Flues laiions 

♦ ♦♦+ 

Q 17 Evplflia (he concept cf forced sanngs How has this 
sroncept been used in explaining (he occurrence of crises i 

(Gujarat I960) 

Give a brief account of the «aviog process Shou’d saving lead 
to deflation and to economic stagnation ^ 

Ans It IS rcmarkablj amaring that euch a simplo phenomenon 
as tl at of the process of e-«nm<’ Fpsnihiig and saving should Ic a 
matter of dispute In the pro Koneaian era there docs not seem to 
have been a lucid conception of saving and the economic significance 
of the process of saving There <1 k 1 not ciist a dear cut distinction 
between the micro and th** macro consequenoes of certain economic 
activities like consumption saving and investment It was just 
presumed that saving is an unquestionable eternal virtue Thrift 
was extolled for us ovm sal o and parsimony was held m the highest 
esteem p.irtiriilar }3 brcna«e it nas a religious injunction Itwa 
within the publication of the Gmwflf Theory m the j ear IGlGthata 
searching analysis appeared on the scene regarding the concej tion of 
income, tie meaning of consumption the prtcess of saving tho 
significance of tl e process of saving and imestment and the logic 
bchmd the cycle of ixcbao^^ constituting tho net work of the 
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economic process One has to understand and appreciate the 
meaning and significance of the process of saving before attempting 
an analysis of the conception of forced savings 

Savings ordinarily would mean the excess of income over 
consumption So tar as I know everyone agrees in meaning bv 
saving the excess ot inconio over what is spent on consumption’ ^ 
The quarrel over the meaning of raving therefore could arise only 
regirding what IB meant by uiuiine lor example Prof Robertson 
maintains that income in this context should mean disposable income 
which was earned yesterday and is available for spending today 
Keynes himself had changed his stand from the Treatise to the 
General Theory In the Twafu# Keynes did not include m income 
wmdfill profits or losses and toik account of only normal profits 
In General Theory however, he defined income as inclusive of all 
receipts from whatever source in a given period and therefore windfall 
profits on losses were to be reckoned as part of income or were to be 
excluded from it However the question of income decides only the 
problem of defining saving and not the problem of forced saving 

Forced saving should mean according to commonsensc saving 
which was not planned by the savers but which had to be made by 
them because of the circumstances out of th*jr control But this forced 
saving has no meaning until we have specified some standard rate of 
saving * What is a standard rate of saving ’’ It will be also inspossi 
ble to give a figure m absolute terms or in pcrcentoge of income 
Kor IS It possible to link tic concept of forced siving with that of 
subjective sacrifices of pains niid pleasures Prof Ha>ek m his 
Note on the Development of the Doctrim of Forced Saving , 
{Qjiarterly Journal of Economics Nov 1032) gives the view that in 
earlier days forced saving was associated with the concept of full 
employment Bentham had introduced the concept of forced saving 
stating bow tie people wfould be forced to save if there was 
already full employment Because of the extreme of full employment 
mvestment cannot increase output and results only m compulsory 
saving on the part of the community Some similar ideas were in the 
minds of later economists also Keynes points out that perhaps it 
13 good if we define forced savmg as the excess of actual saving over 
that saving which ‘would be saved if there were full employment 
in a position of long period equilibrium * In other words Keynes 
save that with tl e existence of full employment a certain amount of 
mvestment and hence saving IS necessary to maintain that equilib , 
rium If the situation is therefore of over full employment due to 
the excess of investment forced savings will take place On the 
other Hand if full employment is not reached due to the deficiency 
of invesimerit there will be less o'" savings as compared with 

1 Keynes (J M ) General Theory, p 74 

2 Ibid p 80 

3 Ibid p 80 
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full employment savings Thus if the standird rate of saving i» 
chosen as that rate which will be obtained at full employment 
equilibrium, Keynes says wo are able to get a proper definition of 
forced saving He hastens to add further that in such a case positive 
forced saving would bo a rare phenomenon because seldom does an 
economy reach over full employment state and at any rate such a 
situation will not bo stable We shall be only havmg negative 
forced saving ' if there can bo any such thing 

The idea of forced saving has been used in modem times m tho 
conteit of underdeveloped countries also Here the context is 
always real saving out of real income so as to make more of real 
mvestment possible for increasmg capital formation in tho country 
It IB quito clear that with the advancement of an economy capital 
stock of the community has to increase and this increase con take 
place only if out of current income rooro is saved The question as 
tc whether the average rate of saving should increase or decrease is 
immaterial so long as the current savings increase over the usual 
saving figure Ifowevcr, with greater savings it is supposed to be 
possible to have quicker economic development and with smaller 
savings slower ceonoone development It is now o-dojs recognised 
that for the development of a country m some form or other the 
savings have to be increased But the question arises which savings 
will bo termed as forced savings m this context 

Probably »he best nay to define forced saving will d to betnote 
that part of saving as forced saimg for which there was no intention 
of the community to save Tims on (his ba. la it will be possible to 
force saving m the community bj increasing investment prices 
and through other measures In the tontext of underdeveloped 
countries fr example savings may bo forced out of people h) a 
State decree or the people may be forced to savo more through 
increased prices In an economy prices are determined by the flow 
of goods and services and tho flow of money demand and the share of 
any individual or group of individuals will be determined by th<v 
amount of money demand comm inded by that indn idual or group as 
a proportion of total money demand Therefor in tho existing 
flow of money demand if the government injects more of money 
through deficit financing etc people will bo ahlo to get only 
a smaller share as determined bj tl e extra purchases made hj the 
government Such a phenomenon is a common sight during financial 
stringencies of govornmeiits « g during a war wl n the government 
takes away forced loans and injects additional money supply mtotho 
economy As a result some portion oi'tiio national' output is tfivcrtefT 
towards the use of war purposes and the people are left with a smaller 
amount of goods and services 

Tho same phenomenon can bo observed even in situations when 
the Government la not trvmg to inject more of purchasing power m 
the economy but the process is takmg place due to increased mvest 
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merit Here can thn kof forced eaMDgs either in the ccnVeito! 
& situation ivliere our detmitions of savings and investment car 
permit a divergence between the two, or wo have to introduce the 
distinction between ex ante and ex post savings and investment 
Usually the idea of forced savings was associated with the situation 
when investment could be difftnnt from savings as in Robertsonian 
sense and in the Treatise In such coses whenever investment is greater 
than savings there is an cxccfb of expcrdituie leading to a rise in the 
prices and hence of savings Heic forced savings are obviously taking 
place because of the forces of ui« reased money supply in the face of 
rigid real income , that is to say investment is turning out to be 
only a monetary phenomenon not resulting m full increase m the 
real income otherwise prices would not have risen and forced savmgs 
would not have been there However, socli a situation cannot be 
maintained indeEnilely (First explanation of crisis because of forced 
saving) On the one hand the luvcbtors looking at the rising prices 
and money profits will be tryii g to increase investment and on the 
other hand r gidity of real output would be forcing the people The 
boom will have to collapse With the distribution of income becoming 
more and more m favour of profits it wjH not be possible to 
maintain the money demand for the production and ultimately the 
investors will be faced with a crisis m which they will not bo able to 
sell their production at the anticipated prices Investment will bava 
to detlme due to this crisis and depression may ensue. 

Keynes however, points out that it is not necessary te 
proceed m our analysis on the above stated bos 5 He says that ws 
need not proceed on the basis of uiequality of saving and investment 
If we measure our categories m terms of wage units then any meteass 
in imestment will mean increase in real investment end employ 
ment and hence real income out of which savings would be commg 
Thus there is no question of anv forcc<) savings to long as increased 
real saving is alwa>8 to come out of increased real income (Second 
explanation of crisis which is uilbout forced eavings being there) But 
even in such a situation with rising investment, marginal efiiCicncy 
of capital would be falling and with rising income marginal propensity 
to consume will be f g Thus though people would not be 
/orerd to save more since aiiditicnal savings would be coming out of 
additional income still aggregate demand will not be able to keep 
pace with aggregate supply leading to cessation of investment process 
and t ISIS Here the crisis could be averted by increasing mvestment 
still further to fill up the gap ui aggregate demand 

[Third explanation of cnsis is again with some sort of 
forced saving] But we can introduce a modification in teims of 
4 X ante and ex post concept of savings Inveslmcnt and savings are 
always equal only in the ex post sense but not necessarily in the 
ex ante sense And here we get a clear cut explanation of what 
fluctuations in income should take place when ex ante savings are not 
equal to ex ante mvestment If people j Ian to invest more than 
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they plan to save naturally income will go on espai d ng ilicts 
has made use of this inequality between planned savings and planned 
investment in lis Confntalion to th« lleory of Trade Cycle to 
explain low when the two ilfFci iqcome will go on fluctuating 
If planned investment la greater the ii come will increase m the next 
period if planned savings are more, lie income will decrease in the 
next period Here however forced savings aie the result of the 
increased income and not the cause similarly reduced savings wall be 
the result of reduced mcome and not the c«a«e 

In a free society each mdmduai hits the liberty to plan and 
distribute his income as between consumption saving and investment 
m accordance with h s Own scale of preferences hiormally the 
disposal of income m one way or the other is done by the individual 
entirely on a voluntary basis Should tfie individual however be 
forced to earn le «8 and consume less because of rising prices r the 
-face ol Cxed money i icome or should the u dividual be compelled to 
rcstrai i liimseU because of the cocrc on employed by the state 
directly AS m a Comomnist State or indirectly as js done in a demo 
cracy through deficit finanemg and the release of inflationary 
pressures what appears an innocent voluntary process turns out to 
be an oppressive mechanism to curb the liberties of the individual m 
order to dictate to him as to hoar he should distribute his income 
between consumption and savings 

POINTS TO REMEMBER 

1 The concept of forced facing ti linked tcith ifte defmiton of 
incorns af well as a standard rate of saving 

2 Sav ngs at slable full employment should be the standard as taken 

by Keynes though m fucA a case, fA« po it &eybTced jaitngf 
will be a rare ihmg The concept of forced savings fan be used 
in underdeodoped countriff alje 

^ The best defnihon of forced samng u.outdhe saving mlieA was 
neuT int tided and which cannot be avoided This m y be due 
to increaffif prices or compul ory reduced consumption 
4 U< tAr« «p!a>w/ionf ^cmer tn lermf o/ /creed snmgr If 
sav nes are being fare d by rwng Prices dtslnbuhon of money 
income mfav ur of prtfils onlf make the money demand lag 
behind and cause a ertsts 

' j In second explanation iie need not introda e forced samng by 
assuming that samnv u always equal to inoesiment Here the 
crisis is explained by fdltng marginal propensity to consume and 
falling marginal rff cteney of capital 
£ In thud explanation aie disfiii*aijA Aefueen ex ante and ex post 
concepts Here ex stence qf forced savings will tnean no crisis 
The ens s will come when ex ante savings are more than ex ante 
iraeslment 
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SELECT READINGS 

1 Keynes. J M Ctntral Theory, Ch VII 

2 Hayek • Note on ifce Development of the Doctrine of Forced 

Saving”, Qaarterly Journat of Economtcs, ^oy I9J2 

3 Hams, Seymour E. The New Economtct.Ch yiAW 

>++♦ 

Q 18 Recommeod s soitable fiscttl policy (o curb tbe/^ 
Instability generated by inflation (Kamatak 1950) 

Discuss the case for and against osing yragecnts to get opt 
of a depression (Punlab 1959) 

Suggest some practical scbeme for secoring stability of 
prices and point oat Its psycbotogicai and institutional implications 

(Allahabad 1959) 

What are the monetary end fiscal ‘built in stabilizers' ? How 
far can they be relied upon in preventing cyclical fluctuations ? 

(Cujarat 1958} 

Aas Economic development tbrougb the process of mdust 
nalisation under the auspices of capitalism bos brought into exia 
tenco the problem of clironic inetabilily because of the periodical 
alternation of tho ups and doAvne of business uhich causes unhealthy 
dislocations m the economy from time to time The unplanned, 
unco ordmated economic activities of a large number of entrepro* 
ncurs lead to the occurrence of i>cnodical cnees when the economy 
goes out of gear throwing employment, output, consumption, saving, 
investment etc out of tune with the reijuirements of the community 
Host staggering is the fear of a deprckion which brings about a 
fall in prices a shrinkage of profits, a slump in investment, a 
dwindling of employment opportunities a cut in the general level 
of incomes, a deficiency in the aggregate demand etc , leading to a 
mis'^rablo state of economic affairs The industrialised economics 
are etemclfy worried as to bow to stabilise economic activities at 
a high level of employ’ment and output Insfability la inherent under 
the rules of unbridled latssez faire and unless appropriate institu- 
tional modifications are introduced, it would bo exceedingly 
tbfficult to face the periodical ups end downs 

The differences regarding what lies at the ultimate root cause 
of trade cycles were bound to be there, but there is almost general ^ 
agreement as to the general process that the tiado cycles take | 
They are agreed as to the course which a trade cycle in general takes 
in its upward and downward phases and there se^ms to be also a 
general agreement as to the forces which aggravate the upward 
or the downward process In the rising phase demand nses quickly, 
wages rise but lag behind rising prices and profits , demand m 
general is more tlian supply, while just the reverse happens in 
the do^vnwa^d phase 
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However, m the economy there are often certain huilt m 
mechanisms which them'elves may not he able to generate a 
reverse process hut which are certainly very helpful m checking 
the speed of the movement Such mechanisms m the economy are 
called built in stabilizcra, meaning thereby that when the economy 
IS passing through a rising phase of the trade cycle, they trv to 
pull it back and while the economy is in the depression phase 
they try to pull it up Such 'etabilizcrs* naturally should go agamst 
the general trend of the working of various economic forces in the 
economy if they are to be effective In the rismg phase for example, 
when purchasing power is increasing all round the built in stabilizers 
hhould he able to reduce the availability of purchasing power lo 
the public and preferably to the potential spenders In the falimg 
phase of trade cycle the, 'stabilizers' should be able to inject more 
of purchasing power and revive demand. 

An example of such a built in stabilizer is income tax In 
most of the countries income tax has a progressive structure Even 
if income lax were proportional, it is quite clear that with rising 
income income tax would go on mcteasmg leading to increasing 
appropriation of a part of income bv the State In the case of 
progressive taxation, the tendency IS strengthened further Howeier, 
just taxing away a part of the ineome does not suffice , it >s neccFsary 
that this taxed incomo should be shunted out of the purchasing 
power flow of the economy which the governinent may be doing 
through surplus budgeting etc On the other hand, m the cose of 
a depression, automatically with declining income taxation goes 
on decreasing leaving comparatively more purchasing power with 
the people In the olaen <Iaye when income tax usually was not 
there, or formed only a negligible part of the income or iras even 
regressive in certain cases, its built m stabilizing capaciiy was 
naturally best However, these iLiys it is difficult to find an i xample 
m which income tax is not acting as a built in-stabilizer In the 
list of built in stabilizers we can add certain devices of a modem 
welfare State primarily designed to help the common people when 
they are in need The case of unemployment insurance is m point! 
With rising income and employment, unemployment benefits 
aulomatically go doivn and contributions to unemployment 
funds go on rising , wbjle with the falling employment the pay- 
ments out of the^e funds increase — thus ensuring a soit of automatic 
adjustment of the flow of purchasing power in the light of the needs 
** of the economy Another examjile is of price support policy ailopted 
in iho case of certain industries Wo havo seen the example of 
agricultural price support policy of the USA Government where it 
guarantees t< purchase different i^icultural eommochtits at certain 
minimum prices Such a policv, when prices are falling, ensures 
minimum prices to the produccis w.lh the result tliat producers 
do not ut down their investment and employment abruptly, 
thus supporting a general lifting up of the economic sastem 
rurther when prices rise, the Government releases the stocks of the 
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commoditicfs purcliascd donng “bod” times thus preventing a specu- 
lative nee in puces 

IIov.cver it Ivtvs lo be icmembcml tliat tbesB built in stabilmis 
are often mild in their yfieiioenejj, nnlcss they ro\era major sector 
of the economy In the USA it is claimed that since Second ^to^Id 
War, most of the slumps have been automatically corrected without 
much of governmental help but we must remember that in the 
U.S A the above mentioned three built-in stabdiaers are at work 
in a major way People pay a major portion of their income in taxes, 
unemployment benefits aro in ojeration and ntncaltural price 
support policy 18 well knoun throughout the world Clearly if only 
a very small portion of population w subjected to income taxr if 
the rates arc low and similaTly if the Government has not ven suh 
stantial social security programmes, there will not he enough of auto- 
matic squeezing out or injection of purchasing poircr in tho ecoTiomy 
Similarly if tl e government 18 trj mg to interfere for price staLiliza- 
tion it must cover major sectors of the ciotiomy and not concentrate 
upon unimportant things Above alt, it has to be remembered 
that huilt-in stabilizers work only in a simple way Tho actual 
situation IS always much more complex and needs an intricate 
treatment An economy if this not very sensitive to changes in 
some of its sectors will not icspond quid )y enough to buiIt-in 
stabilizers working in some of the sectors only s while if it is sensitive 
It IB bound to be a complicated aOair and will definitely need 
various checks and balances at several points If built in stabilizers 
alone had been enough, tho problems of inflation and deflation 
would not hive been bothering the governments so much In order 
to have a /'calistie policy wonceila thorough controlling system 
of tho economy's various organs -financial monetary and others 

For example, when we an, faced with inflationary pressurc'i, 
various other flscal measunswill also be nceilctL We have already 
seen that to some extent flecal measures m the form of income 
tax, unemployment insurance and other social security measures 
are quite helpful though often inadequate We need not repeat 
how these built-in stabilizers which form a part of the fiscal measures 
woik As was pointed out it is not enough that three built m stabili- 
zers should be at w irk With rising prices there will he demand for 
using wages, winch if granted will raise the coat of production 
still futtler and thus will generate a cost price spiral In order 
to check if, it IS necessary that money wagrs should be kept in 
check Also in order to discourage excessive investment the 
government should levy extra taxes on profits and other incomes 
and should try to have surplus budgets In, the foreign trade field, 
the efforts of the government should be to have a deficit so that 
fhelorcign traclo multiplier wofKs m'fheilireciion o': rehucing money 
incomes of the people Ordinarily if exchange rates are pegged, 
with rising pnccs in the hoipe country in the face of comparatively 
low prices m the foreign maricets, exports will be discouraged. 
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And imports Will Lo encouraged But it may happen tint special 
efibrta are n''''(!ed to curb tho iiitinonarv pressure espcLiilly 
when tho foreign countries arc aUo afiheted by it In bticli a 
BituJtion, tho rc'luction of import duties and enhancing of t\i>ort 
duties 13 nclmirahlo In ono won! what ii re<|m/ed ;h inert laiiig 
flow of good? and s^rvicisand decreased flow oi purchiising iiower 
in tho economy 

There has to he a reversal of these measures m the dcprcfe«ion 
phase of tho business cycles One of the important stejia is to raise 
wag s so as to bring about an mcroisc in the purchasing power 
ofthoworkera But here it is fcircd thitwigo incuusc will mean 
increased cost and h'“nco rwluccd proflis leading to discounigtmcnt of 
investment' Tho cimical ceonomistH lithcvcd th it tj reducing 
money wages of the work rs it willho pos«ibic fui tlie cnipJoicrs 
to employ more of them md thus the <« i omy will icacli fiili employ 
ment , while Keynes snstliata rcdiietion in xronoy wnges would 
mean rednetmn of cfTicU'o d mand by almost the same pioporlion 
which would mean no mercaso m mttgmid clTiucncy ot civjntnl 
and hence no onconragement for matstors An ordiivh, Kevnea 
recomm'i t’ v uih cod of a wage cut wt should try to eiicourago 
consumption and investment through other measures 

Coming to fiscal and monetary measures »n general «e find 
tliat tho primary aim of tho government rhould he to Mtaluliso tho 
economy ot a highlovclof employmtnt and nuonio (wliuh clois not 
mean that the economv will not 1*0 allowed to progic a in terms of 
income, hut that efforts would be made that it should tint dicrcnio 
or should not increase m a manner which would nicvitabh lead to 
a fall) Tina docs not imply absolute stability n v ng d manner. 
A modern economy t««ocomplc3t b\ ilsaery nalun tint it would bo 
impossiblo to achieve tins, probably tt 'vmdd not bo iitivisiihie to do 
so, since nftcr oil cconomiis progress only if their pirts art allowed 
to move Stabiliti, howtver, here wouhl moan no nhrujit change 
in any of tho major a'-p'’effl of the economy -income, oniplowiKUt, 
output and prices Various measures fiscal and niojielara hiat Lctn 
suggested for this and wo shaU go ii to them 

Wo have already analysed the built m slahil reis which arc aho 
called anti cyclical measures The most miportiint task of thc^e, 
appointed out, is to regulato tho flow of piiiahasifig jiowcr iii tho 
economy so as to correspond to the flow of goods and sen ices at 
high level of craploym* nt and income Hero special refrenro shoijld 
bo made of the fact that m order to baxo a good nnti-cycbcal policy 
it IS necessary to maintain not only an overall balance of doinnnd 


J The conifoicrsy whether wage cut increases emproyment etc or 
not and ihus, whether >t pulls the economy out of deprrs,ion h s beer? 
dealt with in great duait m another qucNtion The student is advised lo". turn 
to that question if a detailed discussion is needed 



MOHET, EMTLOYBSKT AHD »LTJCIUAT10»S 

and supply, but also various sectoral balances For example, when 
tbo government decides to ha; e a deficit budget, it is decided that 
some purchasing power 18 to Lo injected into the market, hut the 
net effect of fhiB injection will dc{ end upon its quantity its speed 
and the way it is injected and the sector in which it is injected 
If for example the extra purchasing power is distributed in the 
form of extra wage income to the workers (especially thoeo who 
weio hitherto unemplojed) the result will be a sudden rise in the 
demand for such necessaries as food clothing etc On the other 
hand if the government uses that money to increase the pay of 
Its officers probably the increased demand will be felt for cars 
and houses It is quite essential tl crefore, that the increased 
purchasing power should flow in thoso hands which are most likely 
Ito create requi itc demand both for unsold stocks at present as 

1 well as for unutilized capacity of various industries Sometimes the 
government may itself have to undertake various investment pro- 
jects in hand in order to generate additional employment and demand 
and to convince the pnvf to investors of the profitability of invest- 
mentfi Faced with the complexity of the issue Keynes declared ‘I 
conceive therefore, that a somewhat comprehensive socialization of 
investiDcnt W'll] proa e the only means of securing an approximation 
to full employment though this does not exclude all manner of com 
promises and of devices by which the public authority will cooperate 
with private initiative " In this connection It has to be remembered 
that a coraprcl ensive control of investment would imply a comprcheti* 
eive control of financial and monetary system of the economy Ordinarily 
it u thought that probably during depression lowering of bank rate 
and a general easing of tlvc money supply ebould sutCce with at the 
most occasional solectivo . credit controls But actually a much 
thorough regulation of the country e monetary and financial institu 
tions IS necessary Ttstlv regulation of bank credit alone does not 
fiufllce Especially in the depreeeion period investment will not revive 
simply because loans are easy to have the investors must feel that 
it IS profitable to invest and secondly when profit prospects are 
high investors are apt to find varioua ways of croseiog the hurdles 
put in their ways through monetary controls The recent Radcliffe 
Report has brought to the forefront the various ways m which 
checks on banks for tightening the bank credit may not suffice We may 
be able to check the flow of bank credit but the people have other 
eourceaof fnance If therefore the ecoicmy is to be icpulstcd not 
only bank money but the whole financial structure of economy needs 
controlling 

This brings us to the pertinent question of psychological and 
institutional implicatior s of these anti cyclical measures As far as the 
psychological aspect is concerned, we must be in knowledge of the 
react ons of investors and consumers to various measures taken by the 
state It IS necessary to know how the investors react to various 
changes jn the tax structure cliangcsin the cost structure end I ou tliy 
interpret the various investment opportunitM* prerented before them 
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In other words, we most know on what major factors mt upon 
clDciency of capital depends and which of the dctermming fau on 
has how much share in it Farther it is to he found out as to wl ju 
■extent the economy is beset with vanous regidities m the form ot 
complementarities and specilicities of technical or other nature The 
less the technical specificities and complementarities of the factore 
involved the easier It will he to push the ecoiiomj out of a depression 
•or preaent it fiom inflation In the absence of rigidities it is not 
so much nece'^arj to work Out in detail tho eJTect if the impact 
of the povemmenfal pohey and their subsequent results — in other 
words, the problem of sectoral balances become less troublesome 
Hou-ever more troublesome than technical rigidities wjlJ be the social 
rigidities III the form of non competing groups etc Prof Kaldor 
in one of bis famous articles has pointed out that it easy to reach 
full empIo5ment through various anti depression measures but it 
18 almost impossible to stabilise the economy there The anti cyclical 
measures imply the absence of all kinds of rigidities 


Talking further of the imphcalions ne can mention the 
implied existence of money illusion This psjcholopical facto 
has a great importance in practical policy For if it is there it will 
be possible to reduce real waces without reducing efTcettre demand 
And monej profitability of investment In other words it will be 
easier to get the economy out of depression and if t is not there 
and the workers demand a certain level of real wage depression 
cannot be remedied through a cut in real wages tbe methods 
employed will have to be increase in consumption ond direct 
investment by tho government Similarly the exact selection 
of monetary fiscal and iuinncial regulation of the economy will 
depend upon the institutional etructur© of the economy In a 
developed country there is an economic deficiency of oggregate 
demand mainly duo to great mcquahties of income leading to 
under consumption on the part of the rich and there is a lack of over 
■all CO ordmdtion of economic activity There has to be on Integra 
tion of the government budget with that of tho budget of the 
nation in the interest of economic stability Jn a backward economy, 
this mtegration has to be < one in the interest of economic develop 
ment in order to release discquilibrating forces towards the 
growth 

POINTS TO REMEM BER 


/ Trade cycles are mamly a feature of daeloped free enterprise 
economies and tkere ii a general agTeement as to the forces 
which aggravate the upward and downward movement of the 
economy 


i In most of the modern free enterprise econoi ties there e ist butU m- 
stab hzers eg, income tax soaal security and price supports 
J Bui IhtiT effectiveness depends upon their slren^tk and direction and 
support by other measures SsmpU working of 'slab lizers' should 
be supplemented by intricate regulations of the economy 
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SO 

/ In the wfia lonary phase the government should try to check rise 
tncnti wa^es and prices through direct steps and selecliie credit 
conlruL and throtgh budget surplus and taxat on Investment 
should also be discouraged Deficit balance of trade should be 
tret Jot In the defialionary phase above measures should be 
revets d hut mo ey uaw should not be Cut or rai ed Consumption 
and invest lemt jAouM be encouraged 

} However, throughout Ike government must try to maintain sectoral 
bu's!" e/ei'js- Faethee a Ikrscegh Kgte^ah re ef the eaceeih’jfj 
monetary and financial tn,iilutions is requited These days, pro 
bably control tag thefinanaulinstaulionsts becoming more important 
th n controlling of banks alone IVe should try an overall 
stability and not absolute stability of each sector 

d For the success of anli cyclical policies psychologically 
the investors and consumers shall respond in the tight way, and 
the response should be known to the goP rnmtnt Confidence in the 
governmental ability should be there Technical and social rigi- 
dities should be Ike minimum possible 
SELECT RtADINOS 

/ Keynes / General Theory Ch XKVI 

2 Mitihews R C O Trade Cycle 

3 Friedman Milton A Monetary and Fiscal Frame work for Economic 

Stability Tie American Econormc hrnew, 1948 

* Hardy Charles 0 '^scal Operations as Instrumen s of Economic 
Stab Illation— TAe American Economic Renew, 
1948 

Q 19 Bring out ibe significanl leads’ and ‘lags in a business 
cycle How are they suggestive of a causal analysis (Poona 1960) 

Ans Strictly speaking Keynes did not furnish any clear cut 
and ready made theory of trade cycle In a chapter m bia General 
TAeory entitled Some Ko cs on Trade Cycles ho niLjcly analysed 
some ot the important features of the phenomenon of iride cycle As 
Prof Dudley Dillard has put it The Keynesian analysis is much 
more and much less than a theory of business cycle It is more than 
a theory of business tycle m the sense that it ofTcra a general expla- 
nation of changes in th© levels of income and employment 
independently of the cyclic il nature of the changes It is less than a 
complete theory of trade cv le beeause it makei no attempt to 
analyse the vinous phases of the cycle la any great details 

According to Keynes since the consumption function and the 
liquidity function are relatively stable changes in the levels of income 
and emiiloymti must be explained by the fluctuations in the 
investment function The volume of inv^mcnt dej ends upon the 
rate of mterest and the marguial eflicieni^ of capital of which the 
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former 13 a relativelj stable entity Thus Keynes settles down upon 
the marginal efiicicncj of capitil or the prospective rate of return on 
the capita! asset as the tiltnnate factor mi cau'ing 1) o )1 liiatiDns in 
the levels of jneome and employraent associated with the trade ejelo 

Tile upswing of l! e tr ide cjcle la brought about 1 y on increase 
in the in irginal eiliucncy of capita) The sequence of events follow ii g 
may bo represented thus 

1 The increafio in l)ie marginal cflieicucy of cnpitfll raises the 
level of investment vihichin turn leads loan mere iso in output, 
employment and income 

2 Given the marginal propensity to consume a j art of the 

increased income would be spent which would provide a further 
impetus to marginal efficiency of capital and invtslnient The ten 
dency towards eipansion is transmitted from one group to another 
group of industries and tuns t)»e whole econoiny through the 
' mnltipUer effect ’ experiences a cumulative exp vnsmn 

3 The process of cumulative expansion cannot go on indefi 
nitely The increasing volume ot investment requires an increacnig > 
supply of money and it there la some quantitative limitation on it, the ‘ 
rate of interest would tend to rise Tins would arrest a further inereose 
m mvcstmoiit 

4 But an inel-’stic money supply is not the only factor bring* 
mg about a halt to tlio iijvsiung Ab the economy reaches full employ 
ment and dimnusliing returns begin to operate, the prices would tend 
to rise 

G The tiaing prices would ultimately affict the cost of produc 
tion find at this point the marginal efficiency of capital collapses with 
a suddenness w hich my bo catastrophic 

The pessimistic attitude towanls the marginal efficiency of 
capital brings about a reversal of the trend and gives birth to the 
downswing The downswing cannot also oontiimc ludcfinittly First, 
in a period of depression there tikes pi icc disinvestment nr negative" 
mveatment Tn prooperoiis periods businessmen pile up heavy stocks 
of raw materials aud in the early part of the depression the 
liquidation of these stocks is an important cause of disinvestment 
When these stocks have been exhausted ono reason for the decline in 
• invost[n'’nt is remaved S eondly th re are at any time certain 
’ projects of investment especially the renewal of plant for which funds 
hare hecn accumulated and which will be undertaken in any case 
Thirdly thi continuing dipnssjon may induce the stato to undertake 
a programme of publ o works In these three ways a downswing may 
come to an erd 

Kevnes throws light upon a special feature of trade cycle 
namely that while the transition from boom to s'utiip is violent and 
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eutlclen, that from slump to boom » Teiy slow and ^adual This, 
according to Kejnes, is due to highly conjectural character of the 
marginal efficiency of capitaL The estimate of the marginal efficiency 
of capital 18 baFtd upon the present cX|icnen(e At the bottom of a 
slump tvhen the Ioffcs are eo much more common tlan jrofitethe 
businessmen come to believe that no foimof investment would yield 
any substantial return And a long lime elapses before they can be 
persuaded through the n cciorcB li&c easing of credit conditions to 
step up the level of investment The mastering of the crisis thus 
lies in mastering the psychological crisis which is obviously a slow and 
gradual process As Prof Crowlhcr has put it, ‘ The act of stopping 
a horse from drinking is necessarily sharp and sudden , to bring him 
to the water and persuade him to dnnic may 1 e a much slower 
business ” 

Keynes has also explained the observed penodicity of the boom 
an 1 slump The boom would continue until the resources are folly 
employed prices rise and costs of production arosJfected TIjo 
entrepreneurs would react to it by reducing mvcstment—thie is the 
beginning of the depression We period (hat elapses between the 
starting point of the depression and the beginning of the recovery la 
determined bv two factors (i) the time necesrary for the wesnng out 
and obsolescence of th-4 durable capital, (n) the tuns that elapses 
before excess stocks which accumulate towards the end of the boom 
can b-' absorbed ft would also dqiend upon the counteracting 
measures undertaken by the government Thus since the reversal is 
the result of an orgatuc development and docs n'^t happen by accident, 
It naturally follows that it takes approximaHy the same time to 
work Itself out on different occasions Keynes cstiroatcs that the 
penoii of depression should not os s rule exceed 3 to 5 years m a 
modem industrial economy He suggests that these movements were 
more characteristic of the I9th century than they arc of the 20th 
During the 19th century the tremendous forces of economic growth 
maintained the marginal efficiency of capital at a level which t.»kea 
in relation to the rate of interest was hi?h enough to permit vana> 
tions between full employment and less than full employment In 
the 20th century the slowmg down of factors like population growth, 
geographical expansion and the accumulation of capital has rendered 
full employment virtually unattainable m any economy following the 
traihtional policy of latssez-foire The threat of secular stagnation has 
replaced the intermittent phenomena of business cycles 

POINTS TO REMEMBER 

1 K^nes has not furnished any complete and clear cut theory of 

trade cycle He merely attempts to shed light on some of the 
important features of the pkenerrenor of trade cycle 

2 According to Keynes the marginal ^icieney of capu I ts the viUam 

of piece The margmat ^letuj of capital is a highly psycholo- 
gual phenomenof and is jahject lo wide Jluclmtions 
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f Theupi^xng u caustdbya nuin the maTgim 
capital and the conseqibnt uicrease in investment, 
come to an end on account of either a nse in tbe> 
or an increase in the cost of production 
4. The dounsutng IS caused by a fall in ikemaiginai ejfctenry of 
capital and the consequent fall in investment. The depression 
comes to an end on account of the end of disinoeslment and the 
compensatory public investment. 

SELECT READINGS 

1 Keynes * General Theory, Ch XXII 

2 Ctovither, Geoffrey An Outline of Money, p ISI— 16S 

Q. 20 Explain tbe monetary causes of booms and depressions 
la industrial activities (Agra 1961) 

Tbe trade cycle is a purely monetary phenoinenon Discuss. 

(Karnatak 1960) 

Do you agree vrith the view that monetary causes do not create 
the trade cycle but merely function as an aggravating factor ? Give 
reasons for your answer (Gauhati 1960} 

Discuss how far the monetary theory of the trade cycle offers 
an adequate explanation of periodicity and (he turning points 

[Delhi 1960) 

How, and to what extent, can business cycles be explained in 
terms of monetary factors ? (Delhi 1959) 

Discuss the part played by monetary factors in the development 
of the business cycie. (Karnatak 1959) 

Discuss critically the purely monetary theory of the trade 
cycle (Allahabad 1959} 

*‘The trade cycle is a purely monetary phenomenon ” Comment 
if recent investigations into tbe causes of the trade cycle hear this 
out (Allahabad 1958) 

Ans A purely monetary explanation of the phenomenon of 
trade cycle was furnished by the prominent monetary theorist 
It. G. Hawtrey He propounded this thesis m a number of books ho 
wrote , mention may particularly bo made of the following 
1. Good and Bad Trade (1913) 

2 Art of Central Banking 
3. Capital and Employment {W\T) 

Hawtrey insists thatmon-monetary factors Fuch as crop failures, 
wars etc. may breed a partial depression in particular sectors of tbo- 
economy but a general depression in the sen^e of tlie trade cvcle 
cannot bo mduced by non-monetaty factors alone. As Hawtrey has 
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put it, “The var ationa in the effective demand which are the real 
substance of the trade cycle jnost be traced to changes in bank 
credit ”* Again, ‘ The trade cycle is a monetaiy phenomenon because ^ 
general demand is itself a monetary phenomenon ’ * 

In the business activity of every advanced industrial economy 
credit plajs a crucial role Bnt the credit system is highly elastic or 
as he has put it “inherently unstable' — it can be expanded or 
contracted at any time Accordmg to Hawtrey, this instability of 
the credit system accounts for the phenomenon of trade cjcle As the 
bank rate constitutes the chief string of the credit system, the phases 
of the trade cycle depend upon the changes in bank-rate Hawtrey 
maintams that changes in the bant rate exercise a very significant 
^mfluence upon shortterm borrowing — the borrowing by * dealers” 
who hold stock of goods with a view to be able to meet vanations m 
consumer demand As the major part of their business is financed 
by borrowed credit they are highly sensitive to changes in the bank 
rate 

The upswing of the trade cycle is brought about by an expansion 
of credit i r , by a lowermg of the bank rate The sequence of events 
following a lowering of the bank rate can be presented thus 

1 The dealers are induced to hold a larger amount of good* 
They place orders for more and more of goods to the producers 

2 The producers experience a buoyancy of demand They 
also perhaps borrow credit from tbe bank and expand the scale of 
production 

3 The tendency towards expansion is transmitted from one 
group of industries to another fFith the expansion of output, 
employment and mcome also increase 

4 With the increase in incomes, the consumers' outlay increa- 
ses and the dealers find their stocks depleting Ihere results further 
orders to producers a fnrthir mcrease in productive capacity, in 
consumers incomes and outlay 

These are two addit«ojial factors which aggravate the upswing 
First as th'i economy tends to reach a state of full employment, 
pr ceVbegin to rise The speculative motive of the dealers cornea into 
operation and tl ev nre tempted to hold larger stocks to sell at higher 
prices later Setoi uiy, the velocity of circulation of money tends to 1 
ma ea'e both because of the bnstn^ of trade and the speculation of 
the people Since the value of mon^ gradually falls people readily 
spend idle balances which may be at their disposal 

In short a vicious spiral of inflation fed by a continuous expan. 
Sion of^^iank credit is set up 

1 Hawtrey, Capita! and Er^hyntenl, p, 64 

2 Ibid, p 65 
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-But the process of expansion cannot go on indefinitely The 
man made Im itations limitatior.* imposed bj hw and custom are / 
brought into play fhe central bank in its anxiety to maintain 
price stability or exchange stability steps in and puts a check upon 
the credit system But since the process of expansion after it has 
been allowed to gather a certain momentum can be stepped only by 
a jolt there 13 alwajs the danger that expansion will not merely he 
stopped but reversed 

The dounswtng of the trade c^cle brought about by a contraction 
of credit is no less cumulative than the process of expansion The 
sequence of events in this case is — the dealers reduce their stocks, 
the producers experiencQ a slack iig of demand emjlo3mtnt output 
and income shrink and thus a vicious «ipiral of deflation is set m 
In the downswing the speculative motivejit the consumers plajs a 
more important role As the prices arc 1 illing da\ I j day (or value 
of money rising) the consumers posipone purchases m the hope of 
attaining better term* later and this aggravates the dej rcssiou 

The procc«8 of contraction again cannot be permanent The 
central bank ultimately mtervenca and starts a polity of expansion 
of credit This brings about a reanal and tho period of rcaival is 
readily followed by a boom 

^Vby do the upswing and downswing occur at regular intervals ? 
Hawtrey contends that pmodinty is not an esstnlnl ftatiire of the 
trade cjcle The Gold Standard was primarily responsible for the 
periodicity of the trade cycle Ui der tho automatic working of the 
gold standard the Ungth of the cycle was determined by the rate of 
progress of tlie j rocessos on which the cycle dopen led the absorption 
of the currency during the period ol expansion and its return during 
the period of contraction Since 1914 the automatic mechanism of 
the Gold Standard has ceased to function and the j roMOus marked 
regul iTity III the alternation ol periods of pro‘-pcrity and Uprcssion 
has gone with the Gold bt ind ird 

In short according to the monetary theory the trade cycle is 
due to variations n the jurcbosing power of the community As 
Hawtrey observes The trade cae’e is nothing but a replica of an 
outright money inflation and deflation ” And for the occurrence of 
booms and slu p the bankers aro responsible m the ultimate 
anah sis Indeed a single bonk or banker cannot go very far but the 
^ bankingsjstem can If one bonk or a group of banks expands 
credit other banks will find tbeir reserves strengthened and will he 
induced sometimes forceil to expand too In this way a group of 
banks can carry with it the whole bonking system 

How acceptable is this monetar interpretation of trade cy lo ? 
Tho answer would depend uponwbat Hnwtrey ex ictlv means If 
he means tl at trade cycle cannot be explained without the assistance 

of monetary factors, probably all would readily agree That money 
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IS not ft mere veil and it plaja a aignificant role m determining the 
nature and level of economic activity la a commonplace view m the 
modem economies If on the other hand Hawtrey means to suggest 
(as he apparently does) that the monetary factors alone are sufQcient 
for causmg cyclical fluctuations it wonid be difficult to accept hia 
theory on theoretical as well as practical grounds At best the 
monetary theory is an incomplete explanation of the trade cycle 

In the first place the superatnicture of the monetary theory is 
based upon the crude orthodox Quantity Theory of Money As this is 
based on a host of unrealistic assumptions, the foun^tion of the 
monetary theory is extremely weak 

Secondly as has been rightly pointed out by Prof Harrod the 
theory does not touch the ong natmg cause of the phenomenon of 
, trade cycle What starts the expansion or contraction ? What 
1 forces mduce the bankers to expand credit at one time and suddenly 
i contract credit at another time The theory does not provide any 
satisfactory answers to these crucial issues 

Finally granted that monetary factors are the Juffieunt cause of 
trade cycle it follows that the banking policy has a prompt and 
effecti/e influence on the course of the cycle This is not fully 
supported by monetary experience Id 1938 for mstance the Federal 
Reserve System of America earned the process of credit expansion to 
fantastic extremes but at| m vain It did not have any appreciable 
influence on the business activity This suggests that the monetary 
theory ignores technological and psychological factors and forces 
which play a significant role in the causation of tl e pi enomenon of 
trade cycle 

In the recent literature on trade cycle the purely monetary 
approach of Hawtrey has bee i abandoned and more scientific explana* 
tions of trade cycle have been offered by Keynes Pobertson Hicks 
and many others According to Prof Hicks whose theory is the most 
widely accepted one the trade r^cle can be explained exclusively m 
real terms without invokin„ the monetary factors 
POINTS TO REMEMBFR 

1 The partly monetary theory of trade lycU hat been advanced by 

Hawtrey according to iMom tnslabihty of credit ts solely 
responsible for the eyclical fiuctttalions The upswing begins 

with an expansion of credit asid the downswing with the eonlrae^'^ 
lion of credit 

2 The upswing and downswing alternate on account of the interven 
lion of the central bank necessitated by law and custom 

y The periodicity ts not an essential feature rf the trade cycle The 
Gold Standard was rcspenssble for the regilanty of intervals 
between the boom and de^essusn 
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4 The mone ary theory M at beet an inadequate txp^ ^ 

trade cycle It does not explain the root cause of thy. 

If the monetary factors alone are responsible for the 
the monetary eulhanty should be able to control the Cy 
business cy le Dal this ts not borne out by exferie^ 
clearly that there are oher fietars nonmonetary mi cf 
which are beyond the control oj the monetary authorit) 

SELECT READINGS 

J Haberler, Gottfried Prorperiiy and Depression 

2 Estey Business C}cles 

3 Halm George N Afonrtary Theory 

4 Hawtrey R G Copilot ami Employment 
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Q 21 What IS llic rclAlmn of economic growth to fluctuahons 7 
Do }Ou agree with the view (hat (he trade cycle is only a matter of 
the pist '* (Bombav 1960) 

Is it true to say that economic growth always takes the form i f 
cyclical Iluctuatinns in output 7 Examine in this context the influence 
of the factors ot growth and the factors which vtoduce oscillatiors 

(Guja at 19''8) 

Ans Tho history of tho ndvanccti c'lpii'vlistic economics reveals 
that economic growtli his been (whievert tliroiikh a sines of cviliesl 
fluctuations. It would bo mon appropriate to contend tint secular 
growth has not been seriously h»n)|K‘r<.d by the reciirnnt ups md 
downs characterising tho course of ccrmomtc dercloitnent if tjio 
modem in lustnally advanced countries liv iig uiuUr a dimocratic «ct 
up There certainly have been serious di'turbances owin' to tJie 
flactuations of business and tho pioblcm of avoiding the ups and downs 
or tho problem of economic development with atabihtj has been en- 
gaging the minis of economists emce lon^ All tho anticjihcal 
monetary and fiscal measures have como mto existeneo becau^o of the 
dosiro for stability within tho general frame work of tjio c ipilolistio 
order 

The point to examino js whether fluctuations are iiihcrcnt within 
the process of growth Empirically historical cMclcncc suggests tl at 
growth comes about in response to tho felt iioeil of a community Tho 
?:necd takes the form of a certain imbalaiico or diserni libiiiim in a 
given situation caused by certain historical changcs.m the set u]> and 
m onlor to correct tho imhilance a fresh wave of economic activity 
comes into existence ilio need is satishcd temporarily and a eirtain 
passing equilibrium comes into existence This is only a short liacd 
equilibniiiu because no sooner tho old needs arc satislipd nc« nerds 
appear in their place resulting in the nppeirniicc of a ntw disequi- 
librium and hence, again a fresh wave of oitivity comes into motion, 
This process of transition from one state of distquilibnum to another. 
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through soroe intermediate stages of temporary positions of seeimug 
equilihriiim continues ad tnjmamn Vam, indeed has been the 
search for stability CJever historians find th-vt this process of 
■osciJUtion with the ebb and flow of economic actwiiies js inevitable 
if humanity is to march towanls higher and higher eummits of 
growth Some theoreticians openly contend that balanced growth is 
nothmg short of .. mjth because it is totally roritrary to all historical 
cspcricnCLB On this basis has been drawn the inference tliat economie 
growth alwaja tabes the form of cyclical fluctuations in output 
Lack of fluctuatnma is equated with a state of stagnation end decay, 
rather than with a at ite of stable development 

The line of reasoning appears to be tins. Growth has always 
been preetded by fluctuations and therefore, fluctuations ore 
inherent m the pr iceas of growth Fluctuattons are not only inherent 
m growth but thev are responsible for growth There would be no 
growth at all without flucinitionsf Hi re is one of the bp«t instances 
of a Mcious circle of rcasoi mg on the I asts of a znuplaccd imputation 
of an effeit to a wrong ciusc mistaking a shadow for the substance 
riuctuations hive not beer the cause of growth nor are fluctuations 
inherent in tie process of growth — fluctuations m the cyclical sense 
of the term We cm ntc instances of growth without fluctuations and 
also of fluctuations without growth Ihe example of Soviet economic 
growth IS the best instance of development without the usual cjclical- 
fluctuations of a capitalist socely Similarly fluctuations have 
always been there eien in the backward arras of the world without 
o\ er producing even the symptoms of growth Fluctuations have thus 
been neither the cause, nor the consequence of economie dcvtloj ment 
Thej have been just a characteribtic feature of the woikmg of the 
capitalistic order The end of capilaiiem wr uid also mean the end of 
cyclical fluctuations as we understand tbe f henomcnon today ^hat 
sliojld rightly be attributed to the capitalistic order has been 
wrongly attributed to the process of growth 

Discoveries and inventions the development of scientific know 
ledge tl e application of knowledge to economic ends the evolution 
of basic propensities mnducnc to economic growth the overthrow 
of ideals opposed i nomic develojnnnt cconrmie ambitions 

propelled by raihtarv and political goals the instinctive love of com 
fort, luxury and a gk nows living rolhng m prosperily etc , which 
have been at the root of ecrniomic development, can by no stretch of 
imagination be attributed to fluctuations Kor have the anti cychcaL 
monetary and fiscal meisarea widely under'aken m countries IikeT 
I ritain have cried a halt to further development If anything 
growth can get ahead much better without fluctuations 

This does not mean that trade tycle is only a matter of the 
past Production unler the rules of unbridled capitalism must 
necessarily lead to the usual economic fluctuations bcciuso of tbe 
retention of the causes which are held responsible for tbe ups and 
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<Iowiis Under-consumption, over saving, speculation, accumulation 
of jmentoncs in order to tale advantage of a po‘<sib!c nee m prices, 
irrational projection of current economic trends into an uncertain 
future the umccuintaMe ebb ard flow of the vaves of optimism and 
pcsiimi'iin the irratio beliaMonr of tbeslotl,. fiilianpes etc orelound 
to continue when production is timed on in an uncooidmatcd 
fashion bj a Kii,e number ol individuals and nhen income dec eh ps s 
natural tcndciuy to get concentrated hcnvilj in the hni d of a vniaU 
minority It is onlv when on agency like the state employs contra- 
cjchoil bi dgefary and monetary nteisure* ll it there is some potsi 
bilitj of a ndiiclion in the amplitude of the fluctuations Even a 
limited state intcrfirinic lowcvcr w stnctlj spi uking against the 
rules of t!io pome Inn with an all vipilent siale set against 
fluctuations one could not assert with confide nee that trude cvcles 
noiildbooiiK ainittcrof the pist Even with an intigiaftd fiscal 
md momtary policv tie state might not succeed in eimyhtcly 
cndiciting trade cycles because m a prcdomincntlj capitalistic order, 
the proportion of the economic activities which the state could 
influence by its own jiolicv might not be really very signiGcmt So) 
lon^ as the lure of profits <:ontinuee ecoiicmio activity i« bound to 
Ix»om despite the rules and rcpiilitions of the state It is of course, 
Wtll rccogni cd that taxation public cxp^.ndll^lro povenunent grants 
and subsidies public debts, bank rate policy of the central link, 
crpflit control open nurliet operations etc eon pjprciso a good deal 
of influence m directing the actiMlics in the private sector of the 
economy This is all the fame no gumntce tiiat the state would 
Succeed incompletely eliminating trade cycles socs to justify the 
Statoment that ‘trade cycle is now a matter of the pavt ' 

IVo may dmu ecrlain lessons from trade cycle theories for 
understaiuling the problems of growth of the backvi ard areas but 
ba'iicvlly the two problems appear to be radically different In spite 
of ipood dfil of the scratcbinp of the brains economic theoreticians 
liavo not been in a position so far to evolve a univcr'ilK acceptable 
tiicorj of growth The ‘Wealth of Nations the Net National 
Pi-odiict” the ‘National Dividend” tho 'National Income”, as 
cxplnired by Smith Marshall Tigou and Fisher could bo taken to be 
older tlicones of growtii During the last twenty years, there has been 
a pletho-a > f literature on economic growth Tho days of Schumptcr, 
M eber and Miirx are al o gone We now have in tho field, among 
^ mniy others, Lciin Kwznets, Rostow Oolin Clark etc, but none 
of them has born able to evolve a roundetl theory of development 
There is however a pood hope that out of the fermentation of 
thought brewing at present something concrele might emerge If 
one hopes to understand the prohlcTis of growth merely by under 
ptanding the problems of fluctuations, one is very likely to be rudely 
disillusioned The problem of floctuetions appears to be just a minor 
fry lu comparison with the bigger problem of economic development 
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POINTS TO REMEMBER 

/ Hxslory pj capitalism rntals that growth has come about despite 
recurrent economic Jluctualions 

2 GrOitIh and Jluctuahons — vhal tsihe cause and what is the 
Consequence ^ Is there any relatunship between the two ^ 

} What are the eondtiicms for grottlk ^ Canive attribute the /u! ' 

fitment of these conditions to economic fluctuations ^ 

4 The fallacy of before lit*, and hence, because of this ' 
j Integrated fiscal and rnonetary policy to avoid trade cy les — ‘ trade 
cycles' could not be a matter of the post 
6 Factors that influence growth — different theories 
♦ ♦♦♦ 

Q 22 Expljin the relationship betnecn the general lerel of 
wages and the rate of economic progress, both in advanced and under* 
developed economics (Gauhati 1960) 

Ans The rale of progress of o given economy obviously 
depends on the extent to winch progress promoting factors find fulfil* 
jnent and obstacles to growth are i>rok(n During a period of rapid 
economic progres* income raisire factors exercnc a massive influence 
over the income deircs«iiig factors in such a way tliat in successive' 
periods of growth the productive c pacitj of o given tcorion y goes on 
increasing in a cumulative procc s 'ilic most distinctive hall mark 
of progress la the iroproviment in the productive crpecitj of a 
community wli ch enables more and better of production ot J ss and 
less ot cost as a given economy luovcs ormvtd on the path of jircgrese 
Jmiirovcment in productive capacity wl ith one eoiild take to be the 
most reliable indicati r ot progtiss could le bitt gl i aLcu‘ cn tl e basis 
of better techniques ol production dvcoverj of new icicuTcc*, 
improving efljciency of labour, accumulation oi capital discovciyof 
new markets sn improvement in the terms ol trade a progress 
oriented cbaii* in the governmental administration etc It is awfully 
difficult to attnbute economic progress to any one particular factor as 
such especulK so, because of the historical experience that eeoiicmte 
progress in difl<*rci\t advanced areas of the world has been brought 
about due to t variety of antecedent circumstances 

Prese: tiv our task is to isolate the relationship between the 
general level of wages and the rate of economic progrcFS Loth in ^ 
advanced and m dir developed economies have dcfiind the rate 

of economic prigrece to mean tie rate of improvement in the 
productive c. I i ilv of the commuiutv Tlieroforc we ha\ e to examine 

♦iiR,vJft}innslijij li iw/i/yj. tJift.<!rDezal.lrvei afwar^nR.arrLfJip^ijmjrave 

ment m the pr idu ivecapacitj of the economic s} stem m (a) an 
advanced ccoionv rnd(b) a backward economy Puitbpr, this 
relationship between wages and economic development could best be 
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exarnined by sifting the cozmcction between the seTcrol factors whjch 
promote development onil t3ie general level of wages Me li ve al o 
to appreciate how certain charges in the general level of wages would 
helplowads breaking the ol stacles togiowth Our ex imination of 
tho problem vrould obviously proceed on the assumption that the 
economic mechanism in question is to operate in accordance with the 
rule of a fiee society 

^ In an aflvanccd econtmj progre«!3 implies not so much a distinct 
improvem nt m the productive cnpacitv which by definition has 
already reached a high level as the full utilisation of the capacity, 
already brought into existence May it be noted that this d not I 
ad imbra*e that a further improvement in productive cipacily is no 
progress for an economy, alrtady develo|«l All that it implies is 
that the advanced economies are raoic concerned with the probJein of 
Btabilia ition of employment and production r vthcr than with the 
task of raising prod ictivo capacity from the hoot straps’ as is the 
case With the backward economies \\c therefore have to examine 
the relationship between the general level of wages and the problem 
of stabilisation of tho working of the advanced economics at a high 
level of productivity Incidentally' a reference could also be made to 
the question of further improvement m the proiluctivo capacity of an 
advanced economy The Keynesian school of thought has done a 
thorough ;Db in thrashing this problem in al) M'S details and we could 
do DO better than picking up the principal strands of reasoning, 
advanced by Keynesi in order to iin leraiand tho relationship between 
the general level of wages and economic progress 

Foe an advaneed economy progress mainlv implies stabilisation 
and stabilisation depends on tho contmueil unfailing maintenance of 
aggrcgite demand for commodities as well as for factors of production 
at a level of full employmem of the resources available at any 
particular point of time Maintonaucc of aggregate demand at a 
higli level IS the key to piogress so far is the sdvnnced economies 
are concerned Me have therefore to examine the relationship bet- 
ween the general level of wages and (he mamtenanoo of aggregate 
demand at a high level The role of wages could bo examined from 
two angles— (a) from the viewpoint of the employtrs who regard 
wag-'s as a significant item of cost and ib) from the view point of the 
workers whoRgard vva„es as tho sole source of their income It is 
the Jib of the economic vnalystto nnprcciate both the viewponts 
V and CO ordinate the two Irom the angle of the working of the economy 
'^aa H wboio 

In the capitalist societies high wages havo always been regarded 
a hmdrvnec to pro rc s bceaii e ol the eternal conllici between capital 
and Ivbourandbe iu<e of th" mist vkeii b“Ucf ol the capitalists that 
tile lower the w i cs th'* greater tho profits The capital] ts 1 avo 
looked upon wag s as no more than irksome costs to be sulfei ed on 
the score of inevitability ft is not only (ho capitalists but ev ii some 
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of the top rankirg economists l ike Pl gog who Iield_that uncmploj- 
ment could b ex]>Iaiiied, by and large m terms of Tvage rigidity 
Given a cert tin amount of asge flexibility tlicj thought, full 
employment would autorontically be ensiireil and the cconomj would 
function sm lothly without any hindrance Ihis snu' belief of the 
pre Iveynesian era was totallj blown up on the j)ublic,ition of the 
General Theory iii the year 1936 Wages constitute not merely 
cost to the employers but they are the main source of demand for\, 
production There is a depression of demand if wages be low because ^ 
it IS the wige earners who have a high propensity to consume It is 
now widely acceptLd that ,.reat inequalities of wealth and income, 
accompanied by the low propensity to consume of the rich is mostly 
responsible for tho chrome deRciency of demand and hence the 
instability of the capitalistic order The remedy for instability is to 
prevent a fall m demand which in turn could be ensured best by 
upgrading wages and stimulating consumption Over saving or under 
consumption theories of trade cycles hold tharSaggiiig demand could 
be buttressed only by stimulating consumption and investment in 
such a way that the total expenditure of (ho community would be 
enough to absorb all that has been prodnccil Harrod has pnint<d 
out the dangers of over investment which more or Jess permanently 
raisH the productive c pacita and impose the neocssitj ofaeorres 
ponding order of repetitive expenditure if durable inaestnienfs are to 
be eontiniioualy utilised The danger of under utilisation of capacity 
inherent in all advanced economies unle^s wages are kept at a high | 
level so as to ensure unfnimg demand Progress in the advanced I 
economics could be ensured by i better di«tnbution of income which 
in turn could best be done b> reducing the ^izc of profits rent and 
interest 111 relation to wages Iho advanced ceonomief. orcnotlilelv 
to be faced with the problem of a shrinkage in the investible funds 
of the community due to a ri«c in wages There is mcli a surfeit 'of 
capital in the advanced economies tiat the economic ilcmticians 
think in terms of accelcratwl dcpieciation in order to keep the doors 
open for further investment • The problem in the backward economics 
IS exactly the opposite 

Tn the under developeil areas of the world the pnneipal 
obstacle to growth has been the chronic shortage of an inve'-tiblo 
surplus accompanied by a technological! ackwardncEs low efficiency 
oflabour tlie predominance of primitixo primaiy occupations result- 
ing in a constant und'w utilisation of the known resources let alone 
the fact that the resources of these anas need to 1 e furtl er exj lorcd— , 
The relationship between 111 geieral level of wages ondcconcmit| 
progress IS more difii ult to examine in the context of on inder 
developed situation than in the case of the edci need ecnncmies There 
are quite a few conflicting strwida ofthouchl It is argued that 
wages in the initial stages of growth of a backward economy must 
be kept low m order to release as largo i si7e of the national 
income 08 possible to form the investiblo snr] lus which is iioinled 
out to be the condition for growth A good deal of historical evidence 
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from the early Btages of growth of the currently advanced economies 
isproffi-rcdin enpport of the thesis tl it high \voge<< m tho early 
ptiigCB nouhl Ikj incompilihle with tlie rtipnrcmoiits of a grown p- 
economy High wages would tcdaco the size of tho inaestihle surplus 
and thus would hamper the rate of prowth of the cconoma It is 
aho pointed out that labour in the pre industrial situation is by and 
I vrge mefiicic it and hence wages must also bo low because of the low 
productivity of lulKJur Jn the oior populated under deiolopeJ 
joimtnes of tho world the sup{)ly of labour esjecially unskilled 
oabour is so much m excess of demand that tho general level of wages 
IS ridiculously low 

It 13 often said that there is no incentive for investment in a 
backward economy because of the general lack of demand 
The general lack of demand is partly due to tho low level 
ofwagus Labour is of a poor quality primaiily due to fht low 
levels of living of tho workers nect'sitaUd by low tinges Mnrgmal 
productivity of the workers is low because ef not m ly tbe iiiefficieiicy 
of labour but also because of terhnologuol bnckwardicss and 
mclTiciency of managoment 

There i» ‘ t > I c gamed by w ly of added invcstiblo surplus 
by cutting iiown wage* It would fort) r udiice the efficiency o 
labour Much could be gamed by culling tho superflitous consuiiip 
(ion of the rich to add to the mveatiblo surplus In a backward 
situation there is a much greater shoitngo of thi human capital 
rather than the physical inpital Wo can iieaei 1 opc to build up the 
necessary human capital unkss wo ciieiire at least a living wage As 
it 18 liio general level of wages is miicli too low to permit workers 
to build up their hoalth and skills which is the aers found tion of 
progress 

POINTS TO REMEMBER 

J De^nihon of pragr«$ — rrt-rarcnienf in prodwcfiir c ipcc ty 

3 Factors that promafe and Iho e that hamper etonomic il>rogT«r 

3 In an advanced teonomy the conception of progress implies 
more a matter of st b ijinp cconrmic activity and not so 
much a haste improiemcnl tn the productive capacity 

4 In <2 backward economy, growth has to start from the "grass 
Toots ” 

5 Jn a developed ecojioiny ’ uages' uould he the main curce of 
demand faJIa tous conclusions could be drawn by loohingupon 
wogrs merely os' costs'* 

6 There are good many gaps it a situation of undir d tclcpmc»‘t, 
the most imporlant if uhch is Inman cop to! Woges are 
closely concerned loitA the construction of human capital 


♦♦♦♦ 
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Q. 23 Exam ne ihc view ihat intcgiaiion oj monctaiy and 
fiscal polKies is esscniial fora policy of doelopmcnt with stabil ty 

(Gujarat 1959) 

Formulate a monetary policy for 'an underdeveloped country 
aiming at planned economic development. (U B C S. 1958) 

Ans Development witli bfoLiiity is really on cxctllent goal to 
aspire loi, since tin re is crrtniiily no joint in Jivii g eoj tiantly triler •, 
(ho threat oi Jiift iLility, having once attoinril to u liigh fituge of 
deveJopri int Ihc diJ'Uibion i>l I'i2ll has left i/ifklihle scars on the 
miuds of (he ccoiicwiRts, pohtHi'ins anti tho business people alike 
cspecuvlly of the mdiistiuivved countries of tho West. Lven today, 
We tiiid Uut tho USA is ctaecicssly obsessed with the fiarola 
potsiUe ueivtiim in Linnwfs, resulting m all the usuallioirors of 
shnnkiiig jinfits, inercasmg unemployment, falling incomes, dwind. 
ling demand which jiush the tetnomy down the steep slope of a 
deprisBion How to prtM.r\e the basic framc.work of tho cajutahstio 
order and yet, ensure a smooth and stable period of piosperity has 
been a ciiallenging quosticn to the economic iheorcticiona and 
votoriea of dimocracy ever since tho days of the historic depression. 
Tho aocivli«ts argue that instability is inheient m tho capitalistic 
economu a because of the lark ol overfall cO'Ordmntion, great iiiequo* 
lities in the distribution of wealth and incomes whicli must nectssunly 
lead to a shrinkage of oggregate demand owing to tho low purchasing 
power of the vast majority of the poor clas«es, the necessity for tho 
rich to save a consalerable pro|ior(ion of their incomes because of 
their Attaining to tho {>oii t of satiation so for as consumption is 
concerned and lienci. a high propensity tosnvoetc. Moreover, a 
certain amount of instability is inherent m producing for on uneertam 
market, in anti< ipation of a future demand Tho soenduts believe 
that there is uo cecapo from lEV'UbiUty, short of a total over all 
plinniijg vvhiih brings about a coordination of (he activities of 
numerous uwiwiiiuals in tlw. mlcrcsU of tho eocicly aa a whole 

The Kevnesmn school of thought has brought foniard certain 
novel proposals which sink© » compromise between absolute latssez 
fatre on the one hand »n»l total ovcr'all planning under a totalitarian 
regime on tho other niese proj*opaI« aro embodied in their monetary 
and fisial plans to rcgiilitc (I e working of the economic mechanism 
without the fear of the pit f ills anting out of tlie I iisinesa cjdes 
These propoialh wsurUv go by the name of contra-cyclical budgetary 
end monetary poliry 

fnxati II public expenditure, wlmimstration of governmental 
loans, public works goumminlal granta and Piibs’dies eft foim a 
part of tho (Ise.vl pob<v of tl « Male Monetary policy covers the 
-rt% vVaViuri if fW ViTm.1-n«- tif TfAtreKt, i-.fvr' iruiiVtra’Aw/l, •ciy/cv* 
niarkc t jioluy , (li tein 111 itif n of the quantity of currency and cons' 
in circultlion etc ffonctary policy ard fioeal policy rre lu ly' 
speaking not two toUlly indepeneJent schemes which work on their 
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baying of shares etc are some of the anti depression monetary 
measures In the face of sa^uig prices and dwindling profits, these 
measures might not suffice to fill the entrepreneurs with a robust sense 
of optimism to inspire them to mten « economic activity so as to 
combat the onslaught of a dcpre^ion 

Monetary and fiscal poliacs which might prose mcffective taken 
independently, have to be integrated into a coherent single scheme 
80 as to ensure development with stability It is obvious that a 
multi frontal intensive attack should be much more powerful in its 
operations than a unilateral fiscal or monetary policy Moreover, 
there is a certain amount of complementarity between the two sets of 
jneasures and hence, both have to he taken together The state can 
give a general direction to the course of the economy by its own fiscal 
and monetary p' licy, especially so, in the advanced economies 

Tlie fiscal and monetary measures envisaged for an advanced 
economy during a state of depression have to be duly intensified in 
the case of an underdeveloped ecotoroj aiming at a planned pro 
gramme of development The adv meed economics arc bothered about 

• having attained to u high stage of growth The b,ickward 
economies have to deliberately design a clean break with a state of 
stable equilibrium at a tow Icael of production and consumption. The 
process of development deliberately disequihbrates the ei^oiiomy in 
ordir to build up additional productive capacity A planned pro-, 
gramme of development necessarily implies an ever increasing 
expansion in the sphere of tbe state and hence, a corresponding 
increase in the fiscal and monetary activities of the state 

Where planning is pariial as m the case of India, the fiscal and 
monetary policies have to be bO framed as to encouiage largo scale 
investment especially in the strategic sectors of the economy Taxat ion 
must not discourage investment must curb unnecessary consump-' 
tion , must discourage fmictionlcss imports must regulate the 
pattern of investment Monetary policy should also seek to achieve 
the goal of increasing investment into desirable channels 

There lias to be an inl^p^tion of fiscal and monetary policy 
with the aims and objects of a planned programme of dea elopment 

POINTS TO REMEMBER 

J The inherent tnstabilUy nf the capitalistic order— recurrent 
periodwal crises— the threat of a depression always round the 
corner 

2 The Keynesian diagnosis of the malady 

3 Jhe components of a fiscal pofiQi — loxafioti public expends* 
turt, public /can* etc 

4 The comti uents ef a monetaiy policy— bank rate policy, open 
market operations liquidity ratio of the banks, policy of the 
central bank towards money etc 
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5 Contra cyclical fiscal and monetar 

6 The To'e of monej w promotmi 
planned basts 
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Q 24 Show how ard lo wl at extent \ 
f used to promole economic dcTelupment 

Discoss the relation of money to economic 

oQjarat 1958) 


Ans To what extent monclorv polity could l>e bent to Bubf>ervB 
the ends of economic growth la it question of great theoretical import- 
ance and immense practical significance especially to the under develop- 
ed areas of the world During the last twenty yesira no single topic has. 
engaged the minds of eminent economists all over tho world as the 
problem of economic development of the backward coimtri s co%ering 
between themselves about two thirds of the human race The 
problems confronting the under developed areas of the world are Fo 
grave that all wavs and means must be explored m the direction of 
promolmga rapid economic growth Jn order to cmaneipato billions ) 
of members of the human wiciety from tie sirangulating hold of 
extremely low levels of income 

The advanced countries of the world have found by expenenco- 
that monetary policy could be emplojed to liberate their economies 
from the cjclical ups and downs Economists like K,eyne» Hansen 
and Lernef have convincingl) argued that there w a po^^ubdily of 
stabilising the working of the capitalistic order justly manipulating 
monetaiy and fiscal pohej without 'criously mlerfeni g with the rulca- 
fo a free society Tfiey have prescribed preventive end curative- 
monetarj measures to aicrt violent fluctuations in the advanced 
economics Their diagno«i«« as well »sprt^cnption is obviously based 
on tho expencnc" of the industrially advanced countne® Perhaps, 
by analogy, the question has now come up as to whether monetary 
policy could also be manipulated to 1 romote the economic growth of 
the backward areas 

There are economies and economies which could be called under 
deielojifd and it is rather dffcult to examine tie reJaticasbjp 
bctwi-cn monctvrv policy and economic development in a general way, 
covering backward countries with < iffercnt degrees of under dt-vclop- 
ment, due to a v nnct j of dwtmet economic iind Focial anteceilents- 
of tbeirown UTiat immceliatch nntlerF Jowcicr far our piirpo'^es 
IS the extent of monetisation m a given econi my Jlonetaiy measures 
could be expected to evoke the intended r sponets to the extent that 
the tackward economies 1 ave been monetised Jloney could jlay a- 
signtficar t role to tho extent that production dstnbutioii, 
consumption, saving and investment are guided and oiverned by tba 
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influence of mcrliey This >B by far tho most important condition for 
tiio succe&ekit manipulation of monetary policy 

under developed economica are characterised by the 
eji^enceofa predomin int primary sector comprising the extractive 
/mdustries like agriculliire, lorestry and fisheries which are hardly 
monetised Subsistence farmers who are Tiiimerically the largest 
produce prim inly for the consumption of their otvn families and the 
Village artisans engage themselves in some economic activity mainlv 
for barter The wants of the vast majority of the rural folks are 
awfullj meagre and hence the need for exchange especially, n 
terms of money arises only for a few bisie commodities like salt and 
kerosene It is found, for instance, that in a typical Indian 
village exchange in terms of money is confined to about on!^ 30% of 
the requirements of the villagers, the rest being satisfied by the 
farmers on their o^n Tlio point to notico is that the scope for 
monetary manipulation m order to promote economic development 
gets severely restricted m the context of a typical under development 
situation m which money plays only a minor role The application 
of monetary poLcy postulates a highly monetised economic system 
like tho ones that wo hnd m the industrialised economies of the world 
m which production assumes the usual form of M C M’— investment 
of money by the entrepreneurs (M) in order to make more of money 
(M ] by producing commodities in anticipation of a future demand 


It 18 doubtful whether manoeuvring of monetary policy _could 
be of much avail in the non monetised subsistence sectors of the 
under developed economies Commercialisation and monetisation are 
th< basic preconditions for money to play the normal role which it 
usually plays in the advancid countries Tho m ilady with the back* 
ward economies IS far more serious and deep rooted than with the 
advanced economies which pcnodicailv experience the ups and 
downs of business Having budt up « high leieJ of productive 
capacity the advanced economies run into occasional difficulties due 
to the anarchy of planning and tbe rashness of the expectations of the 
entrepreneurs Tne monetary mechanism can be manipulated to 
pull an advanced economy out of the morass of business cycles 
because the basic requirements of production are alre-tdy there and 
what IS lacking is a lack of co ordination In a backward economy 
there is a scarcity of capita! technical know l°dge and organisation, 
dearth of helpful attitudes and a '•fiort.ige of almost ever} thing 
except perhips, unskilled labour and unexploited resources Over 
head facilities are awfully scarce and this acts as a disincentive for 
any sort of enterprise 

It IS not easy to till the basic jian in a situation of under 
development xneicly by pulling the moiictaiy wires Should a people 
be devoid of entrepreneurial ability how aru we going to remedy the 
situation by devising an appiopriate monetaiy policy? It tbs 
institutions of a given commumty are aiitagouistio to the spirit of 
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progress, how are wo going to cIiRngo tho institutions and change tbe- 
attitudcs of the people Ly deaignii g a suitaLIe monetarj policy In 
tho over populated under de\elopf?d area**, if marrngc be universal 
because of religious injunction and if people ha\e a basic faith in 
uncontrolled reproduction how are we to cl ajigc their faith by a 
monelary polic} If there be an acute abortage of real capital, iiow 
are we to bring that capital into existence, by manipulating monetary 
policy ^ If the parents Tcfiwc to ®end their children to school 
because of t^eir own fool hardy ignorance, how are we to change their 
attitudes by a suitable monetarj poli<^ ^ It seems monetary policy 
must end in a fiasco in the non monetised economies of the world, if 
one hopes to promote the economic development of such an area 
merely by devising an appropriate monetary policy 

Pessimism however, would gradually fade into optimism with 
increasing monetisation and with increasing significance of production 
for exchange rather th in production for person vl consumption The 
monetised sector of even a backward cconomj can be greatly regulv 
ted m the interest of economic ilcvclopmcut ly devising a suitable 
monel iry policy A lowering of the bank rite foi instance is likely 
to make money cheap and other things Wing equal this might bung 
about an improvement m the marginal eftitunej of capdal provid rig 
an incentive for more of iincaimcnt The o|>en market operations of 
the Central bank of a lackw ird country could al o 1 c so m inipuhtcd 
as to make the aioncj mirjctcisy Jl tins leads to a 7ni» direction 
of investment the central bank could ajplj sekctive credit controls 
60 as to direct iiivcsimeut into dcMrtblc cb innels Jn fact (rcdit 
policy of tlie I inks plais a deci'm role m the economic dei eioj ment 
of a country and banlnng policy is largely suhj ct to the overall 
supervision of the centr il bank of a country Ihc ittitudc of tho 
central hank towards credit control is a part of the moiiet rv policy- 
of the stite Thn centril bank could certainly cxerciac acertun 
amount of contro' over the private industrial and commcri ia| b uiks 
in the interest of economic ilcvclopment Pnallv the quatitily of 
money in circulation is eventually determined by the monetary 
policj of the St itc and this bos i profound influence on the economic 
development of a country 

Monetary policy as generally understood in the industnalis tf 
countries of the West cannot by itself achieve anything revolution- 
ary in promoting the economic development of a backward country 
unless that country possesses a significant monetised sector Money 
policy, taken in conjunction with a planned programme of grow^tb can 
go a long way m breaking the barriers to growth 

POINTS TO REMEMBER 

/ Monetary aidfi ca! pol eus hav^ 6 cn ernpfojrd in dn- adian- 
ctd econumiej lo curb the ampUtud of cycficuf ups <ii d downs 
Can uje monetery poluy to promote grouith as wel/ ? 
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JIO 

2 The Tole of money tn a typxcally non-monctwed boehuaTd 

areii, 

3. Production for subsistence n different from production for 
exchange in term? of money. 

4 Monetuation « et necessary condition for the useful employ n ent 
of monetary pol cy to promote growth 

5 The coritrost mihe ncladies of an jdvanced and an under- 
developed situation 

eS Limitations of monetary policy tn an under-developed area, 

**»r 



SOME IMPORTANT Q^UESHONS 
WITH SYNOPSES 

Q 1 >>hat do you Rican by ‘full employment’ ? Discuss ho»T 
ttb full employment can be vtciircd (Gauhati i960) 

>Nhat do you understand by ‘full employment' ? ilow far is ( 
possible to attain it through tnonciary measures ? (Allahabad 1959) 
Wbat IS full employment ? Jlowfaris it meaningful concept 
in regard to an under doclopcd economy ? (Bombay 19S7) 

1. The concept of ‘full employ niciit’ rs often itti‘’u«(d and 
uiisimdiisitooil rull (inplosutnt to lo miti, cloe« not 
refer to ft Bitii'vtiou wluro ulll ilioniers nro fuliv cmpk>\rd 
ami there is absdulcly no uiKioployc I labour In fact, in 
every economy and at aiiv lime tbero is hound to bo some 
ammnt of unemployment «.au«iil by “fnclions' These 
frictions may be tecimolognal chiingcs» ebnnces m tiistca 
and Inbits of llio eon<uiimi% rcarciiy of equipment aid 
ruv matcriiN >n pjrticuJ »r bun of produchon etr The 
iinciii]iloynient ouisc<l ly Ui<s«. firiori) is dcsiribcd as 
‘fritUoii il uiitinployinent ’ Ihe fncUunal uncmployDunt 
IS not i serious probhiii as by their very nature the 
“friction'^’ arc temporary aid siifficienl time the 

friction il utRinpIosmint would ili-'i^pear Stiictly speal ing 
fiictionii uncnipl »y moht not regaiikd as unemployment 
at Ml Thus full employ meut H compaliblo w itli a certain 
amount of fnctiond uncniplovincnt 

2 By the term ‘full employment’ Kcyiics implies the ftb<«cnce 
of ‘ mvolimtnry imeroplovmcut * ’Men are inoluntarilyj 
unemployed if m llii event ut a siaiill nao in the priec of' 
wage goods nlalivcly lo the money wage bolb the aggre | 
gate supply of J ibour mlbng to work for tJio current money 
w age ami the aggregate! ilein md for it nt tli it w age would bo 
greater than the existing volume of employ neiit ’ (Keynes, 
General T/iear/ ft 10) In otlur words in a state onuvoluii 
tary iincmployincnt, labourers being under a “money* 
illusion ars. prepared to accept a cut m real wages 
althougii thev may resist a cut m money wages ho that 
ngcregite employment would increase A situation of full 
cmplovniciit, on the other hand refers to ono whero every 
fall in real wages leads to an exactly iiroportionato increase 
in money wages so that employment docs not incrcast As 
Keynes bos put jt full employmrut is ii situation “in whuh 
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aggregate employment is irelastic in response to an increase 
m the effective demand for its output ” 

3 The Keynesian concept of indastry is inappropriate in the 
context of the underdeveloped economy In the Kejnesian 
sense the underdeveloped economy IS m full employment 
equilibrium For the phenomenon of involuntary nn 
employment which is characteristic of the advanced indust* 
rial sector is of little signidcancc in a predominantly 
agrarian underdeveloped economy The type of unemploy 
ment which is peculiar to the underdeveloped economy is 
the disguised unemplaym'’ftt' widespread in the agncultu 
ral sector Disguised unemployment refers to the surplus 
labour whose marginal pc^u..tivity is nil so that by^ 
utilising this for some other purpose the total output can 
bo mcreised In the context of tlie underdeveloped economy 
full employment must be defined as a state where disguised 
unemployment la absent In this sense, full employment 
means a situation where any further employment of labour 
would bring down the marginal productivitv of labour 

4 Emplojment can be increased by the use of monetary 
policy to some extent A cheep money policy increases the 
profitabilay of inweslm'-nl If investment mere ises output 
and employment would ifso increase Ifut Keynes and 
ilanscn arc doubifui if full employment can bo attuned 
through monetary measures alone The monetary authority 
can influence the rate of interest only but it ainnot 
influence the marginal efficiency f capital which is a 
psychological factor and IS a more important determmam- 
of investment 

fi Keynes and bw fullowera like Hansen Kunhara and Lcmer 
have suggested t ilyiiimic fiscal policy for the attainment 
of full employment fn the first place the tax rates 
shoul 1 be reduceii for the poorer sections and mere sed for 
the ri her sections A more equitable distribution of income 
woulrl increase consumption and thereby promote invest 
ment and emplojment Secondly, the public inaestment 
should be stepped up The public investment may be 
financed either through tf e creation of a budget deficit or 
by prmting new money 

♦ 4*4 

Q 2 Examine the possibility of the maintenance of full 
employment in a free enterprise society by monetary policy alone 

(Delhi 1960) 

Critically examine whether a sooad monetary policy alone can 
bring about economic stabilizalioD (Rajasthan 1959) 

1 In a mature mdostnal economy which has already attained 
a high level of income and full employment, the fundamen 
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tal economic problem is to maintain stability Is it possible 
to miintain tbo stibility oi meomc and employment by 
monetary policy alone 7 On the basis of the theurj under 
lying monetary policy and from the point of view < f the 
practical cxperienco oi the capitalist ecoiioinies with the 
instruments of monetary control during the last three or 
four detadts the answerwoold appear to be in the negitive 
Unless monetary pol cy is supplciuciitcd bj hsc il policy, it 
would bo too weak to ensure stability in a free enterprise 
economy 

Monetary policy seeks to influence the let els of income and 
employment via cliangea in the aggregvte consumption 
expenditure and aggro ate investment expenditure through 
changes m the volume of credit m the economy The 
volume of credit 19 only one of the m iny factois influencing 
the level of economic activity not the sole factors doter- 
minmg it The credit his only an indirect influence upon 
the levels of incomo and employment For instance m 
time« of boom or inflation the cenlrilbank may raise the 
bank rate with a view to bring down tin, price let el But 
if tlie businessmen ar* opiiinistic al out the future pros- 
pects, a mere riso m the bank rite ivoiid bo too Mcok to 
put a check upon the rising level of investment Similarly, 
m times of d prcssion or defl ition when tho buiinessmon 
bcenmo pessimistic ibout tho future prospects tliey cannot 
bo induced to rauo the lad of investment by a more 
lowering of the bank ra>« Likewise tho success of the 
policy of open market op'^r itioni <lopui Is upon tlie desired 
reaction of tho public and the b uikmg system to tho central 
banking policy In timc< of boom 01 lufl ition tho central 
bank IS supposed to redure tho volume of credit by Bullmg 
out securities in the open mirlet The policy would bear 
fruit only if the comrocrciil banka and tho public or 
prepared to purchase securities and part with the liquid 
cofh Similarly in times of depression or deflation tho 
open market policy would be succeoaful only if tho ban cs 
and the public are willing to sell out securities to tho 
central bank Thus from the theoretical point of view the 
weapons of monetary policy have only nn indirect influence 
on the levels of incomo and employment, 

3 The theoretical doubts about tho efTicacy of monetary 
policy are confirmed by the practical ixpenenco of tho 
thirties During the depression of the thirties tho central' 
banks carried tho process of creilit expansion to fvntastic 
extremes but wnhont any noticeable impact on the level of 
cconomio activity Tins mode it abundantly cleir that 
economic stability cannot ho maintained bv mere monetary 
manipulation 
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4 Tlio tools of tiscal policy arc much more direct m their 

effect upon U e ol Jncomc and cmplojincnt 
policy does not to depend upon the psychological 

re clion of tl e luhing ayafem or tl e public for its success 
ful op“r''.tion In timcii of defl'ilion or depression, tbs 
metl 0(1 of ik/iut sjddng or pulltc investment directly 
raises tie level ot ■w^i investment in the system 

which has a multii lier effect upon income and employments^ 
Similarly m times of boom the creition of a budgett 
surplus directly re luces the level of nggregsto investment f 
Tleiolumc of consumption expenditure can also more 
easily be regulatcil I y fiscal policy In times of mflition, the 
aggregate spending can be directly reduced by raising the 
tax rates and the reverse can be done to increase the 
aggregate spti ding in tunes of deflation 

5 In moat of the free enterprise economics monetary policy 
has been rcle^ited to the background It is used as nn 
uistrumeat of stabilwatioii in conjimction with fiseal 
policy 


Q 3 *‘The possibility of underemployment c<|a iihrium is 
largely a maitcr of a sumptioov regarding shapes of thejtrale^e ^ 
fuDCt ons Elacidaie "* (VccLateswani 1960)a 

To nbat extent is (be Ketoesian theory of underemployment* 
equilibrium con»i:>tent with the classical theory of full employment 
equilibrium '' (Allahabad i960) 

‘Inherent in (he free functioning of a capitalist system are 
forces leading it to a pcrmancnl low level of underemployment cquili 
brium ’ Discuss (Karnatak 1959) 

Why can a classical economist not admit that cquili 
brium can exist without full employment ? How does Keynes prore 
(be theoiy of under cmploymcnl equil brium *’ (Mysore 1956) 

1 According to tbe claesicd cconomistH unemployment u 
iRComp&til le with compctiUxe equilibrium This aBeertion 
IS based ui on Says law of Markets which states that 
evtrv supply creates its own demand and therefore » 
general oserproduction or a chronic maes unemployment u 
impossil le Under conditions of Iree competition if r ' 
any time the supply of a commodity is greater than 
demand its |>ncc will automatically fall until supply 
equal to demai d 1 abour is also like a cotnmod ty If 
the supply of labour is at any time greater than its dimscd 
there would be unemployment But under perfect tempe’ 
tition the UI employed laboui«rs will compete for jobs and 
their competition would lower the wage rate to the lesel st 
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which euppli of labour would «giin be eqjnl to ilcnnml 
and uticmplojmciit would be wiped out In the ^ame way 
if the pavings an, at anj lime greater ih m iu\i»tmcnt the 
market rite of interest would iaii until tiionct irj eqiulihritirn 
ifl rc tored 

r According toKe3ae>! tlieclii led thoon KanoMrsimph 
ficition of lealuj K Mies contiiid" ih it fuU < nq I nimiit 
far from being a noini d t atuie. ot tiu i ipitiih«t cconoiny 
ts an ciccptiomd case On account of ecrJitm techm< ai and 
ins*^itutioiial factors udurent iii the eaj »tah-i structure of 
society chrome muknmplojmciil cqiiihbiium is the normal 
sitimlion A state of full tnq Io>iii«ut is nicrel5 a deviation 
from the undcreniplojment ttiuiUbriiini 

3 Keynes contends tint mu nipJoi ment h not due to wage 
rigidity ns the cHa«ieal ceouoiiiiMs ft.«crt but due to the 
dcficienea of efficlnc dcmnid aiilhtnee ho «ii nation of 
anerepluvmetit is not correeied in a men fa!) in ll>c wage 
pate Similarly the «aMiip and mac'-tmei t functions are 
notperfecth re«pon i\e to el anpeN in the rate of interest 
as the e’assu il eiononiiati n -sumc 

A According to Keyiiea clironw iiiKkrenipteMncnt cquihhriuni 1 
arises Oil account of the periili ir pbhjKP of the iinestment ! 
function coii«omi)iioii fimctuii and the hqmditj function 1 
The Iiquiditj limction is hvh1\ lutinst ti istic— the/ 
ilemaui] for momi loi pprculiiin moti'i. Jshighljrcs- 
ponsite to changes m the I vte of interest At a low rate 
of interest the demand f( r mom a lecomes pcrfcctlj elastic 
This means thatthorito of mtew «t <lot a li » fall and can* 
not be rcduceil below a eortiin inimmum Ihe classic d 
iconomibts On the other band uppuniel that demand for 
nionej is onlj income el i<stic and interest ela«tic 

Si-condty the cli« 8 iral ecoitinusts n« umed an interept- 
clistic taiings or consumption fimclion l>ut Ive^nes 
assumes an income claaiic consuiiiptiun function He con 
tends that the marginal pio] 1.11 ly to consume is less than 
unity nnr] as thcJeacl ofa^rrgife national income rises, 
the marginal propensity to sum mere isos and the aggregate 
saiings tend to exceed npgrt gate iinestmenl 

According to the classical economists, (he le^el of iniest* 
ment depends solelv upon the rite of intcri t Ilut Keynes 
introduces an addition d fictor in his iuvstmcnt lunction 
namely , the minimal cffioicnea of capital irhich lie regards 
as a more important dctermmvnt ol imestnient limn (he 
rate of interest The marginal efficioncy of cnpital la 
highly psTcholopieal factor so that a mere ri«c or fall m the 
rate of interest does not alwaysaffect the investment 
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exjstenco of iiivohmtary unemployment excess capacity in 
the capital equipment and tho elastic nature of industrial 
production) an increase in maestment leads to an increase 
m real income irithout delay In an underdeveloped 
economy on tlio other band on account of the inelasticity 
of the supply of output, an increase m money investment 
merely spends itselt in generating inflationary pressure 

Q S Explain the concepts of the multiplier and the income 
velpcily of money and carefully bring out the distinctions between 
the two (Poona I960) 

Critically examine the theory of multiplier as an Instrument of 
dyoatnic analysis of economic changes (Gujarat 1960) 

1. The concept of mcomr w/oedy »/ money was introduced by 
Keynes in his Trod on Alofutarjf Re/oim The income 
Tclocitj of money is defined as the ratio between the 
national incomo and the aggregate money supply If I* be 
the real national income and M the apgngate money 
supply , tho income velocity of money k « y) jl Tlio income 
lelocity measurcH the avera,.e nuinher of tisiis a unit of 
money ts icccivcd ns income by the final income recipients 
during the period under consukration The income velocity 
of money is of greater relevance tlisii the Fishcrine velocity 
of circuHtioj) of money Ml tbs rhtefinm »lJon of the pne^ 
level For the cffoct of a chaii(.o m the quantity of money 
upon the price level docs not depend merely on the 
quiiiUity of money but on the pupplv of money relatively 
to the "iggrcgate real income If an mere ise m the quantity 
of money is accompanied bv a corresponding incrcast, in 
the real income the price kvet will not be affected sub 
fttantinllj 

2 The coJiupt of muHspbfr was onguially introduced by 
I’rof Kahn He referred to employment multiplier which 
implies that the increase in toCat < mplov meut ns a result of 
an incicrapnt of mvistmeiit la a multiple of the primary 
mere iso in employment Keynes' income multiplier 
implies that the increase in aggregite mcomo is a multiple 
of the origimf increment of investment If bo the 
incrcasfi jn nggrrg ate mcomo the iiicremeDt of invest 
menl, then muUipli r. 



The % aluo of k depends upon the marginal propensihv to 
consume Higher the marginal propensity to oomume, 
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of recovery Tho recovery from the bottom of depre«8ion 
J3 "^low and gnwlnal 1 ecause aa Prof Pigou hag pomted 
out when the bn^tncsginen become pessiroistic they can be 
persuaded to terwe their ontlook about future and to 
increase th level of investment only slowly and gradually 
But this IS a non monetary factor 

1 Regarding the third characteristic feature of trade cycle 
namely periodicity Hawtrey c6ntends that periodicity is 
not an inte ral part of th" trs<lc cycle The observed 
periodicity of the tr»le <ycle trasdiie to the International 
Gold Stand irl Under the Gold Standard the processes oP 
expansion and contraction took almost the same time 
work themselves o it ^fter the hroatdoim of the InternO' 
tional Gold Standard the marked periodicity of cyclical 
fluctuations ha-s di«appcare«l 

The purely monetary theory atamls as a discredited expla- 
nation of the phenomenon of tnule cycle It is felt by the 
a ithontiea cn I ws»ne«s cycles like Hsnsen Hicks Kalecki 
and I stev that it completely neglects certain technical and 
psychological ftclors which pliy an equsllv important role 
It not a more important role than the monetary factors 


Q 7 Explala careftill]' what Keynes meant by the statement 
(hat the trade cycle is mai iljr due to the way in whi h marshal 
eSlcteacy of capital fluctuates (Nagpur 1959} 

1 According to Keynes by far the most significant dotermi» 
nant of the level* of income and empi lyment in a capitalist 
society is the marginal efhciency of capital Th marginal 
efficiency of capital is the rate of discount which would 
make the prescut Value of (be senm of annuities given by 
the returns expected from the capital asset during its life 
just equal to its supply price In plain language, it refers 
to the exjiected rate of profit over the life time of the 
> capital asset 

Indeed the let ela of income and employment depend upon 
the three independent functions of the Keynesian system 
namely consumption function, liquidity function and 
investment function The consuiDptiun function is relative- 
ly stable as the t stes and h ibite of a population are not 
subject to freqjent flactuationa The rate of interest does 
flu tu ite to a greater extent but its effects ar not so signi 
fie mt Tbe investmeut funct on is dependent upon two 
variables namch tl c rate of mterest and the marginal effi- 
ciency of capital of which I tter is more important (See 
Key nes’ Gcurrai Ch 11, Sec V) 
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2 It log'cilly follows that since the prop-nsity to constima and 
tUo rate of interest are relatively Btablo fictors the expla- 
nation of the fluctuations in tho levels of income, output 
and employment assocuted with the phenomenon of trade 
cycle has to be sought in tho state of tho marginal efficiency 
of capital ‘ Tlio schedule of tho marginal efficiency of 
capital iR of fundamental importanco beeauso it n mainly 
through this factor (much more than through tlie rato of 
interest) that the expectation of tho future influences the 
present ' 

3 According to Kcynea the I oom is brought about by a rise 
in tlic marginal cllicicncy of capital which may bo due to 
an internal factor like invention or an external factor like 
the opening up of tho new channels of foreign trade Tho 
boom IS brought to an end by the rising prices ns full 
employment approaches Tho rising prices raise the cost 
of production ai d the marginal efficiency of capital falls 

4 1 he depression M brought about by a fall in the marginal 
elBcicnoy of capital The depression abo cannot continue 
indefinitely for two reasons First, in prosperous periods 
tho busincRsmcn pile up heavy stocks of raw materials and 
during depression the IiQuidation of theso stocks is on 
important cause of disinvestment Wlien these stocks are 
exhausted disinvestment stops Secondly, there is the flow 
of antotiomou? inaesfnicnt 

C Keynes ilso explains the periodicity of the trade cycle nie 
period of boom M d< trrmmed by bottlenecks shortage of 
hbouT and capital Tlie length of tho depression depends 
upon the time necessary for tho wearing out and obsolescence 
ot tho durable capital c<|nipmcnt 

Q 8 Exominc the role of the acceleration principle in cx 
plaining economic fluctuations (Gauhah 1960) 

1 Tho acceleration principle is a concept of recent origin which 
suggests a technical relationship between consumption and 
investment Tho principle of acceleration states that the 
changes in investment are a function not of the absolute 
level of consumption but of the rote of growth of coneump- 
tion BO that a sbght chai^ in the demand .far xnnfuinyitwm 
goods proilucis a much more violent change in the 
demand for eiptal goods The sue of tho acceleration 
efTect depends upon the capital output ratio and the dura- 
bility of the capital equipment 

2 Trof J II Hicks has advanced an explanation of the 

^ plienomenon of trade ^eJe exclusively m terms of the 
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accfleiation principle 10 recent book A Ccnitibulon ta 
the Theory of Trade CytU Thus he seeks to establish the 
fundamental thesis that trade cycle is essentially a ron 
monetary pbenomei on 

3 The boom IS 'started by an initial sjurt of invesfnmt sav 
due to an inTciition Hie nse ot investment above thcj 
normal level Bets up th® acceleration end multiplier efforts^ 
so tli'it the economv movea ufuard But this upwarJ. 
mor ement cannot conti“u« mdeftnitely on accr>ant of fbo. 

full emplo3ment ceilmfc ’ As the economy hits the foU^ 
emplojmcnt ccil ng tho p'rth of output turns dourrraids 
and the dcfwr-sisiiig begins 

4 The downward movemeot aleo cannot continue mdefimtely 

on account of the transformation of the acceleration ’ Ibo 
acceleration tunciple du^ not woik in the downswing ui 
the same w ay aa m the upswing In the upswing there is no 
limit to the acceleration elTect hut in the downswing, there 
IS a definite limit to the magnitude of thi rcceleration 
effect The Volume of disu veetment cannot exeetd the 
deprociat on Thus tb® downswing has a bo tom Tho 
economy cieey 8 along this holtom fer Bometime lUpendng 
upon the exce^8 capacity Ouci the exct'S caiactyw 
exhauste<l positive acceleration effect becomes operativ'^ 
agim and tbe cycle can be repeated ' 

5 Thus Hicks provides a eatisfactory explsnation. of the 
tumirg points of tbe trade cycle m terms of the acceleriw 
tion principle He also provides an explanation of tbe 
peri^icily of tbe cycLcftI fluctuations Since the cystcni 
habs ceilng and a floor output changes will oscillate 
between these two limits and the very existence of these 
limits ensures rome soft of penoibcity 

Q 9 Exrlain what job would consider to be the cssentiaf 
rcqniretnents of an adequate bosiress cycle theory What do yon 
think of the view that every business cycle ts o new historical incident 

(Delhi 195S) 

Explanation of tbe trade cycle will remain coot oversial befunsej 
there will always be difference la the relative emphasis placed in the! 
relevant teLlinical and institutional factors Discuss (Delhi 195biw 

1 A complete and adcqnate thcoiy of business cycle must b 
capable of explaining fully the cl aiscten«lic Icalurcs of tl 
■cj'ibK'ih SrtftfiVftfi wife nv}!!!. 

why the procetses of e*r nsion and conlraclion aie cum 
Istive in cl ar<.cter Secondly it must account for tt 
alternations m the proccescs that is why the boom giv 



